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Major Medical 
EXPENSE INSURANCE 


© Now available at favorable rates to eligible members of the New York 
State Society of Certified Public Accountants. 


© Dependents of members insured for Hospital and Surgical benefits 
may also be included for the Major Medical Expense feature. 


e Brochures describing the many outstanding features of the N. Y. 
Society’s official Group Accident & Sickness Insurance Plan available 
on request from 


HERBERT L. JAMISON & CO. 


Brokers for Society’s Group Insurance Plan 


270 MADISON AVENUE, NEW YORK 16 e MUnrray Hitt 9-1104 

















FINANCING 
ACCOUNTS RECEIVABLE 


Lowest Rates e- Non- Notification 


Our methods are simple to figure— 
Specialized individual attention given 
to each account. 


May we hear from you regarding your 
clients’ needs? 


PARAMOUNT FACTORS, INC. 
303 FIFTH AVENUE, NEW YORK 


MUrray Hill 4-7988 
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NOW your clients can have all the details they need for full cost account- 
ing studies at their fingertips . . . with record breaking speed . . . and at a 
price they can afford. 

Through the exclusive LITAB System, we are supplying detailed accu- 
mulated Job Costs of MATERIAL, LABOR, OVERHEAD and BACK- 


LOG information, tabulated on a single, easily read form, to many of our 
customers. 


Sound management decisions are a must in modern business . . . 


management decisions can be no better than the information upon which 
they rely. 


MS To find out how you can take advantage 
of high speed cost accounting, call 
IlVanhoe 1-9460 


oe - oe 


Division of LONG ISG 


384 CLINTON STREET ° 


CORPORATION 


HEMPSTEAD, NEW YORK ® IVanhoe 1-9460 
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OSCAR 
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= loseRT C 
e 5 and 6 part forms include special copies for various states and cities. 
Ask for sample of form applicable to your state. ALBERT 
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Accounting News And Trends 


RATE OF RETURN 
ON CAPITAL (Continuation) 


The second half of the NAA Report 
35, “Return on Capital as a Guide to 
Managerial Decisions” (see March 
1960 issue for this department’s dis- 
cussion of the first part), concerns 
itself with rate of return on planned 
future activities. Two quite different 
approaches have been developed for 
measuring project rate of return and 
the report refers to them as (1) finan- 
cial statement method, and (2) dis- 
counted cash flow method. 

Under the financial statement 
method, capital employed in a project 
and the related income are determined 
by methods used in accounting for 
assets and income; that is, the initial 
amount of capital invested in the 
project is established by the amount of 
capitalizable expenditure and project 
income is taken after deducting depre- 
ciation and all other applicable charges. 
Rate of return may be computed on 
the amount of the original investment 
or an average investment over the life 
of the project. These different invest- 
ment bases often give materially dif- 
ferent rates of return for the same 
project. 

Under the discounted cash flow 
method it is unnecessary to allocate 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis 
College. He is also professor of taxation at 
the New York Law School. 
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project costs or income to interim 
periods through use of capitalization 
and depreciation procedures. Instead, 
rate of return is developed from cash 
flows identifiable with the project. 
Recognition is given to the time value 
of money by discounting these cash 
flows to the same point in time. The 
rate of return is computed on the 
amount of investment actually unre- 
covered from time to time. The pro- 
cess is analogous to the amortization 
of a mortgage debt where periodic 
payments are applied first to payment 
of interest on the amount of unpaid 
principal with the remainder applied 
to reduction of principal. However, 
in the project evaluation problem, the 
rate of interest is the unknown factor. 
It may be defined as that rate at which 
all income from the project will be 
absorbed by interest earnings and 
recovery of capital over the project's 
life. 


CPA SOCIETY SERVICES TO 
GOVERNMENTAL AGENCIES 

The activities of the California So- 
ciety of CPAs in governmental ac- 
counting and auditing could very well 
serve as a model to be emulated by 
other CPA Societies. That these efforts 
have not gone unnoted has previously 
been reported in this department; for 
example, the California Legislature's 
congratulations te the Society on its 
fiftieth anniversary (September 1959), 
and the favorable comments by al 
AICPA publication upon the Society's 
awards in the field of municipal ac- 
counting (February 1959). 

Indicative of its unremitting efforts 
to provide needed and substantial serv- 
ices to governmental agencies are the 
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JOSEPH J, GREIPP, TREAS- 






HOME OFFICE OF 
Fels & Company. 








FELS PRODUCTS are 
well-known by house- 


A NATIONAL SYSTEM is wives throughout 


fast, accurate, efficient. 
“Our ational System 


the United States. 


saves us /,800 a year... 


returns 112% annually on investment!” 
—Fels & Company, Philadelphia, Pa. 


“Our National System has served us well through savings—money savings; 
time savings,'' writes Joseph J. Greipp, Treasurer of Fels & Company, man- 
ufacturers of soap products since 1846. 

“Let me give you an example. Under our old method, monthly state- 
ments took at least twelve days to complete. Today, our National Sysiem 
provides us with this information within five days. Half the time it used 
to take us. Besides, we now have the confidence that these figures are cor- 
rect. Our National System totalizes all data automatically, thereby elim- 
inating mental computation errors. 

*"Moneywise, our National System has 
also given us remarkable savings. It's no L 
wonder we recommend them so heartily, Sy KO Lag 
because our National System saves us i G id UV; 
$7,800 a year. . . returns 112% annually i V 
on investment."’ Treasurer of Fels & Company 


THE NATIONAL CASH REGISTER COMPANY, bayion9, Ohio 
1039 OFFICES IN 121 COUNTRIES 
76 YEARS OF HELPING BUSINESS SAVE MONEY 
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Your business, too, can benefit from the 
many time- and money-saving features 
of a National System. Nationals pay 
for themselves quickly through sav- 
ings, then continue to return a regular 
yearly profit. National's world-wide 
service organization will protect this 
profit. Ask us about the National Main- 
tenance Plan. (See the yellow 

pages of your phone book.) om 


* TRADE MARK REG. U.S. PAT, OFF. 


ACCOUNTING MACHINES 
ADDING MACHINES * CASH REGISTERS 
vcr paver {No Carson Required) 





























following items, gleaned from sum- itis 
It’s simple... maries of committee reports. in The of ¢ 
CPA Newsletter (January 2960): Thi 
1. A new California law requires cou 
Ask the auditing of all housing authority con 
funds not audited by the Federal Goy- to. 
sPeN Td age). ernment, and a subcommittee has been inst 
established to work with the State auth 
i Department of Finance in developing the 
Corporation an audit program. corr 
2. Contact has been made with the ing 
: , Association of Irrigation Districts in ion 
MONEY for order that a committee of the Society 
e Accounts receivable may assist the association in devising ten 
and Chattel Mortgages suitable records and audit programs. sive 
ee 3. A committee of the San Jose one 
Inventory Financing chapter had assisted the city in review- cou! 

o ‘Sp@etal Situations ing budgets and financial statements of 
local nonprofit organizations request- INST 

i . ing fund-raising permits. The com- 
MUrray Hill 2 2940 mittee found deficiencies in existing re. . 
eth 2 eco i porting requirements, enforcement, and S 
114 East 40th St. underlying city ordinances, and has ance 
New York City now been accorded a permanent ad- port 
visory position by the City of San Jose. 10 
4. All California counties will be Prac 


prepared by a Society committee and 


P i Kt A ! S A LS | required to adopt a new chart of rev- Ace 
| enue accounts by July 1961. A chart yi 
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| ; rie 
on | the County Auditors Association will ried 
° Tax | be drafted into law as part of the was 
* Accounting | Administrative Code. frm 
carers EXPORT-IMPO S—AN - 
¢ Property Ledger Tie-in , berilageaill ened han 
: hee es ACCOUNTING MANUAL indin 
¢ Remaining Life Estimate : 
ial lk a eseee | Those accountants whose clients en- out 
: “he ee : | gage in foreign trade will find helpful natic 
Distribution Analyses . : os ; 
sailed itillccaaie the recently published Accounting insu 
. Pig ae Manual for Export-Import Companies” item 
¢ Depr eciation Studies | by a fellow member of our Society. of it 
¢ Economic Surveys | Mr. Jack Goldner (Matthew Bender & 1. 
¢ Replacement Reserves | Co., Inc., $5.00). Apparently not bilit 
¢ Proof of Loss | much has been written on the account- awal 
SEND FOR FREE BROCHURE—DEPT. 410 | ing problems and procedures for this ance 
STANDARD — of activity and so — tion 
s a gap in accounting literature. 
APPRAISAL —— e | pere 
Since general export-import com- mort 
COMPANY | panies frequently, and specialized com- rane 
Div. MARSHALL and STEVENS, INC. modity merchants most of the time. 2. 
6 CHURCH ST.,NEW YORK.N.Y. | transact business with a very narrow perc 
CORTLANDT 7-4493 | profit margin on the individual sales. 
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it is most important that close controls 
of costs and inventories be maintained. 
This manual presents in detail two ac- 
counting methods of cost and inventory 
controls which should be of great help 
0 the export-import merchants. To 
insure completeness of presentation the 
author also includes certain phases of 
the accounting systems of traders in 
commodities and other related account- 
ing information and forms. Explana- 
tions of terms peculiar to the export- 
import trade are also presented. The 
ten exhibits contained. in the manual 
sive specific and technical help to any- 
one seeking to establish a proper ac- 
counting system. 


INSURANCE FOR 
ACCOUNTING FIRMS 


Since a well-planned business insur- 
ance program can be of critical im- 
portance to the accountant, Bulletin 
10 of the Fconomics of Accounting 
Practice series covers “Insurance for 
Accounting Firms and Practitioners” 
(AICPA, $3.50). To determine the 
kinds and limits of insurance now car- 
tied by accountants, a questionnaire 
was sent to a one-in-twelve sample of 
firms and practitioners represented in 
the Institute’s membership. Replies 
were received from 199 firms and 207 
individual practitioners located through- 
out the country and. in addition, six 
national firms provided data on their 
insurance programs. Here are some 
items of interest concerning the types 
of insurance coverage: 

1. Accountants professional _ lia- 
bility. CPAs have become increasingly 
aware of the need for this type insur- 
ance. Seventy-nine percent of practi- 
tioners with six or more staff and 94 
percent of the firms with eleven or 
more staff are insured for loss limits 
ranging from $25,000 to $1,000,000. 

2. General public liability. Onlv 54 
percent of firms carry insurance against 





Our 2 Ist Year 


Serving all industries 






William 

Schnuer, 

Class of 
°34 CCNY : 


“I can help you secure 


Dependable 
hard-to-get personi.el” 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 





* Public 
Juniors, Semi-seniors, Seniors 

¢ Internal 
Treasurers, Comptrollers, Tax 
Budget, Cost, Chief, Systems 
Auditors 

* Bookk s—Office M gers 





Full Charge and Assistants 








For prompt, efficient 
service, call 


BRyant 9-7664 






EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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RETIREMENT 
PLAN FOR 
SALESMEN 


Many firms are under pressure for 
a future security program for its sales 
force. While acknowledging the need 
for a plan, they are hard put to find 
one which offers adequate benefits at 
low cost, and without the commitment 
required in a Treasury-approved plan. 


As a specialist in this field, I have 
developed a concept of employee 
benefit program designed for just this 
situation. It is in successful operation 
with both large and small companies 
from coast to coast. These are some 
of its features: 


* Treasury approval is not required. 


* Eligibility may be confined to 
hand-picked employees. 


* The company may discontinue the 
plan at any time without penalty. 


* Company cost is a tax deductible 
business expense. 


* Its unusual contributory feature 


cuts company cost way down. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
Circle 6-5303 
Employee Benefit Plans 


Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


LUPE sorreve secunrry 














claims alleging bodily injury or prop- 
erty damage due to acts of the account- 
ing firm’s principals or employees, 
Considering the small charges for such 
policies as opposed to the cost and an- 
noyance if the firm itself must defend 
against such claims, this small per- 
centage is surprising. 

3. Automobile liability insurance. 
This is generally popular with account- 
ing firms with 87 percent carrying au- 
tomobile bodily injury and 79 percent 
carrying property damage. The sur- 
vey revealed, however, that the limits 
on damages are often unrealistically 
low. If the individual accountant 
drives his own car and there are no 
firm-owned cars, it is desirable to ob- 
tain in the firm’s name a blanket non- 
ownership automobile liability policy 
at nominal cost to cover the firm’s lia- 
bility for all claims. 

4. Fire insurance. Like the cob- 
bler’s son with worn-out shoes, the 
CPA, who makes every effort to see 
that his client’s property is adequately 
protected from fire loss, often fails to 
protect himself. The survey shows that 
29 percent of accounting firms do not 
insure their own office furniture, equip- 
ment, and supplies against fire loss. 

5. Valuable papers and _ records. 
Insurance to cover the cost of repro- 
ducing worksheets, clients’ bookkeep- 
ing records, and other valuable data 
which are lost, destroyed or damaged 
is carried by only 32 percent of the 
firms. Again, considering the modest 
costs involved, this seems a foolhardy 
omission. 

In its conclusion the booklet points 
out that certain forms of insurance are 
of paramount importance to every firm. 
Most practitioners will probably never 
suffer a loss, but they cannot afford the 
possibility of having a claim seriously 
impair their financial position. There- 
fore, they should, as a minimum, pro- 
tect themselves against catastrophic 
loss. In this connection, consideration 
can be given to deductible features 4s 
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,;means Of minimizing costs while still 
yoviding protection against major 
losses. 


As an aid to firms wishing to analyze 
heir Own insurance protection, an ap- 
gndix sets forth complete suggested 
surance programs appropriate for 
ur different sizes of firms ranging 
fom less than 3 employees to more 
than 100. 


BANKER-CPA COOPERATION—— 
{SURVEY OF AUDIT REPORTS 


The Board of Directors of the Texas 
Society of CPAs recently approved a 
rcommendation of the Committee on 
Cooperation with Bankers and Other 
Credit Grantors that the Society join 
with the Texas chapter of Robert 
Morris Associates in directing a study 
of current reporting practices of CPAs 
and others in statements presented to 
banks by credit applicants. (The Texas 
(PA, January 1960.) 


The survey will include a statistical 
sample of credit files of banks to deter- 
mine to what extent the recommended 
reporting standards and procedures of 
both organizations are being followed 
by Texas accountants. Names of 
accountants, banks, and borrowers will 
not be given in reporting the findings 
of the survey. No information will be 
developed that could be used by the 
ethics committee to investigate possible 
violations of the rules of professional 
conduct of the Society, should any be 
found. The purpose of the survey is 
(0 determine the facts and to develop 
therefrom information which will help 
the members of both organizations to 
serve better their client-borrowers. 


Several banks have already agreed 
(0 submit to having their confidential 
fils sampled in this study, provided 
information of a statistical nature only 
Is extracted. 
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INTELLIGENTLY SELECTS 


ACCOUNTING TALENT 
CURRENTLY AVAILABLE— 


COMPTROLLER— $11-12,000—Age 
34. Top 10 grad from Rutgers. He 
enjoys an unusually complete exper as 
mgmt auditr for an internation! mfr 
for the past 2 yrs. & division! comp- 
troller for a natl electronics mfr for 
the 4 previous yrs plus 5 additionl w- 
bluechp mfrs. His more recent contri- 
butns were intense in financl acctg— 
cost—taxatn—budgets—systems—pro- 
ductn mgmt and auditing. He is very 
personable and decisive. 


CHIEF AUDITOR — $11,000 — Age 
38. Manhattan Coll grad. Presently 
heads up auditing activities for a me- 
dium sizd utility where he’s been 4 the 
past 7 years. He also introduced a sta- 
tistical sampling technique. CPA 1954 
w- 4 yrs as acctg teachr. 

TAX ACCOUNTANT—$7,000—Age 
30 BBA Acctg MBA Tax Law. 5 yrs 
Fedral & State tax exp w- natl mfr. 
PUBLIC SEMI SR—$5,500—Age 27 
Rutgers grd + 3 yrs CPA exp. 


Personnel Services; Inc. 


50 Church St., New York 
WoOrth 4-8410 


Member 
A.M.A. & Nat, Assoc. of Accountants 
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Letters to the Editor 





REAL ESTATE SYNDICATES CPA and file copies of the report with 

AND REGULATORY LEGISLATION the Attorney General on July 1 of 
Syndicates are formed for many pur- _ ©@ch_ year. 

poses. The most common real estate Although this legislation passed both 

syndicates are for one or more of the houses in 1958 and 1959 the bills 

following purposes. were pocket vetoed. As a result, the 
1. To acquire title to income-pro- entire matter remained in limbo. 


There is still at present no regulatory 
legislation on the subject. The only 
present deterrent to the fraudulent 
promoter is the fear of more active 
prosecution by the Attorney General's 
office. If reintroduced, such legisla- 
tion, as before, should require all 
proposed syndicates to present litera- 


Good syndicators have made a tyre and statements of independent 
notable contribution to the investment certified public accountants, disclosing 


opportunities available to the public jp. following information: 
and to the stability of the real estate 


ducing property. 

2. To develop acreage. 

3. To construct a building or de- 
velop a new neighborhood. 

4. To engage in purchase and lease- 
back transactions. 

5. To acquire long-term leases. 


market. But bad syndicators threaten 1. The detailed terms of the trans- 
the public confidence on which these action. _ 
accommodations are based. Legisla- 2. A description of the property and 
tion was introduced in the New York _ how title thereto is to be held. j 
State Legislature in 1958 and 1959. 3. The gross and net income for a ue 
The bills were almost identical and reasonable period immediately pre- 
included the following provisions: ceding the offering. 

4. The current gross and net in 


1. Real estate syndicates must make 
- dpe come. 
a “full and fair” disclosure of facts , 
hi . . 5. The basis, rate and method of 
which will set forth all details concern- ; “pe? 
computing depreciation. ; 


ing any public offering for investment. ; Pe 
2. Syndicates must file with the office 6. Current leases, mortgages an 


of the Attorney General, within ten liens. 1 ten 
days before such a public offering is 7. The principals involved, the na J j,,. 
made, all statements, brochures, and _ ture of their fiduciary relationship and J 4), 
other documents relating to the pro- their financial relationship, past, pres J |) 
motion. ent and future, to the property offered like 
3. Syndicators must keep all funds to the syndicate and to those who are for 
in trust for investors until the promo- to participate in its management. ns 
tion is consummated. 8. The interests and profits of the J |. 
4. If the transaction is not consum- promoters, officers, syndicate orgal- 
mated, the syndicate must return the  izers, directors, trustees and general The 
meney to the investor. partners, direct and indirect. it pe 
5. Syndicators must make annual 9. All restrictions, if any, on trans J ‘°™ 
reports to each investor, including a fer of participants’ interests and facts | Wnt 
balance sheet and profit and loss state- © which may affect or restrict market: a 
ment “certified” by an independent ability. pe 
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FLE-UP TIME 


...use it to broaden your service. SBC can show you how! 


Have you ever found yourself wishing that punched paper tape adding machine to prove 
the time you spend on client write-up work your clients’ source documents. Send the tape 
could be put to better advantage? Would you to SBC. At SBC, the punched tape will be 
like to have more time to satisfy the demand —_ converted to punched cards. The cards will 
for professional counseling? There is no rea- _— then be fed through high-speed IBM data 
sonwhy you cannot,andat thesametime,con- —_ processing machines to run general ledgers, 
tinue to offer your clients a complete service. balance sheets and operating statements 


The Service Bureau Corporation can make ready for release by you to your clients. 


it possible for you to offer accurate, hand- To learn more about the benefits that can be 
somely printed reports while cutting your yours when you use SBC, call your nearest 
write-up time and costs. Here’s how! Use a SBC office for literature. mt 


The Service Bureau Corporation—a subsidiary of IBM—425 Park Avenue, New York 22, N.Y. 
THE MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD cot 
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10. A statement as to what stock 
involved in the transaction, if any, js 
non-voting. 

11. A statement as to what dis- 
position will be made of the promotion 
if not consummated. 

12. Which of the obligations offered 
are unsecured. 

13. Differentiation between _lease- 
hold and fee ownership, between fact 
and opinion, all projections being 
stated to be projections and not rep- 
resented as facts. 

14. Binding the syndicate managers 
to submit annual reports to all par- 
ticipants. 

15. Distinction between the portions 
of projected distributions which are 
income and return of principal or 
capital, with no promise of fixed 
return if dependent upon earnings. 

It is only this type of policing ac- 
tivity, in legislative form, with pro- 
vision for certified reports by CPAs, 
that will give the general public the 
protection it deserves. 


S. HOWARD APFEL, CPA 
(S. Howard Apfel & Co.) 
New York, N.Y. 


THE CPA AND THE PUBLIC 
SERVICE SCENE 


The November 1959 President's 
Page by President Thomas G. Higgins 
of your Society, entitled “Public Rela- 
tions,’ seems to us a_ noteworthy, 
timely and important message. We are 
in agreement with his theme and his 
message. 

We are impelled to add a word to 
what Mr. Higgins said, which we think 
is implied in his editorial. We would 
add that the accounting profession can 
greatly help voluntary, nonprofit, gov- 
ernmental research agencies, such as 
ours, by helping in the process of com- 
munication in this field. We, of course, 
have self-interest in the matter, since 
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we are such an organization. None- 
theless, we think there is this to be 
aid: of all the voluntary organizations 
in the United States—and there are 
thousands of as many kinds as the 
human mind can conjure—the non- 
partisan governmental research agency 
provides one of the best voluntary 
yases for formulating valid judgments 
on governmental operations. We think 
that certified public accountants, of all 
professional consultants, are perfectly 
situated to recognize the importance of 
this point. Accountants deal with facts. 
Opinions as to action to be taken are 
necessarily based upon facts. The kind 
of voluntary, nonprofit organization to 
which we refer, does precisely that: 
it seeks to sift facts from the exceed- 
ingly complex picture that all govern- 
ment presents to the layman, these 
days. It therefore is helpful in provid- 
ing the factual background against 
which a point of view can soundly 
be developed. 

We are sometimes discouraged by 
the too frequent failure to distinguish 
between partisan political action and 
nonpartisan examination of the facts 
of governmental life. Both serve a 
useful purpose, of course. But the 
search for the facts should come first. 
Whether a Republican or a Democrat, 
the individual should at least have 
some familiarity with the facts, as well 
as they can be discerned. Of course 
there are differences of opinion, but 
political progress does not flow from 
arguments over something which is not 
remotely the fact in the first place. 
There is plenty of such furor, believe 
us! 

The accountant can help because he 
is close to the businessmen who, these 
days, recognize the importance of 
understanding and participation in pub- 
lic affairs. Having the confidence of 
such leaders, the accountant, as ad- 
Visor, can maintain his traditional non- 
partisan role, yet he can advise busi- 
hessmen that essential facts can be had 
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from organizations trained to do this 
one job. There are many organizations 
in this field at the national, state and 
local levels. We are only one. 

Finally, we believe that the certified 
public accountant is an extremely im- 
portant person in the public service 
scene because his background is so 
closely associated with research and 
because he properly is relied upon for 
advice. We presume upon you in this 
ietter, only because we applaud your 
view on the general subject and seek 
to add to it a point of view that we 
hope is consistent with yours. 


JOHN M. LEAVENS 

Executive Director 

(Citizens Budget Commission, Inc.) 
New York, N. Y. 


IHE CPA TOASTMASTERS CLUB 
The CPA Toastmasters Club 
organized in August 1959 by 25 mem- 
bers of our Society. At present there 
are 38 members in the club. It is one 
of more than 2,800 chartered by 
loastmasters non 


was 


International, a 
profit, educational organization which 
provides services, supplies, and counsel 
to its members. 

The CPA club was formed by those 
members of our Society who wished 
to gain facility in the art of communi- 
cation. The club hopes to enable its 
members to master the art of effec- 
tive public speaking, develop a poised, 
self-assured appearance before any 
audience, and acquire the ability to 
think quickly when addressing an 
audience extemporaneously. Every 
member participates in the speaking 
program conducted at each meeting. 
The following are examples of mem- 
ber participation. 

A topic-master is appointed for 
each meeting. His duties are to pre- 
pare and assign a “Table Topic” to 
each member who is required to speak 
extemporaneously for two minutes on 
the assigned topic. The topics selec- 
ted are nontechnical. 

A toastmaster of the evening pre- 
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sides over the formal program which 
includes four 5-minute speeches pre- 
pared in advance by the speakers and 
based on principles set forth in the 
“Basic Training Manual” furnished to 
all members. This manual, which js 
published by the international organi- 
zation, Outlines twelve speech projects, 

Several of the members are as- 
signed as “Speech Evaluators” for each 
meeting. Their duties are to construc- 
tively criticize each speech as to 
introduction, content, tone and quality 
of voice, grammar, originality, use of 
gestures, enthusiasm, eye-contact, and 
conclusion. 

The program also includes brief 
lectures by our educational  vice- 
president about such essentials as use 
of gestures, proper methods of breath- 
ing when speaking, and correct tone 
placing. On occasion several mem- 
bers will be asked to deliver prepared 
speeches before other Toastmaster 
clubs, 

it has been the writer’s observation 
ihat too many CPAs have neglected 
io develop their public speaking abil- 
ity. Many become excessively ner- 
vous before an audience, speak too 
rapidly, and enunciate poorly. Good 
ideas, poorly expressed, are often re- 
jected by the auditors. 

The club program has already 
proved beneficial to a substantial num- 
ber of the members. Continuous at- 
tendance at the meetings and speak- 
ing before the group have helped many 
to overcome their fears and to develop 
their self-confidence. Since each mem- 
ber’s speech is evaluated, the speaker, 
when made aware of his poor speech 
habits, seeks to correct them. 

Any member of the Society who 1s 
interested in the club program is wel- 
come to attend any mecting as a guest, 
or he may enroll as a member for a 
minimum of six months. The dues 
charged are nominal and are used to 
provide educational material. 


Davip SHERWIN, CPA 
New York, N. Y: 


APRIL 1960 

















Which 
pre |(ALLING MR. ACCOUNTANT : 

Pes e + ° * 
| Your direct line to bigger and better business 
| ie e J 
edt) | for your client is as close as your telephone. 
ich js 
rgani- 

Ojects, 
e as 
r each 
struc- 
4S to 
uality 
Ise of 
, and 

brief 
vice- 
iS Use 
eath- 
tone 
nee. So why not call Mr. “Meadow Brook” 

in and get the facts direct on how your 
pared client can obtain additional capital to 
Laster expand his business without changing 

normal business procedures? 

Mr. “Meadow Brook” can set up a 
ation revolving credit plan for your client 
ected through non-notification accounts receiv- 

. able financing with no maturities. 
abil- 
peek Progress, growth and additional 
Be profits for your client are within 
500d your telephone reach-NOW. 

n Te 
| CALL 
eady 
1um- 
. ACCOUNTS 
eak- 
= RECEIVABLE 
me: DEPARTMENT 
1¢m- 

k IVanhoe 1-900 
VOM “Ye Lime ro BIGGER BUSINESS. sili 
vec DO IT TODAY! 

i 60 Hempstead Ave., West Hempstead, N. Y. 
10 is ; — : 
wel- oe : ; ; 
lest, 
or a 
Jues 
1 to 
PA MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 

Y. 

THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT APRIL 1960 @ 239 











the busier you are... 
the more you'll like 


LAWRENCE 





... because saving your time 
is such an important 
ingredient of our service 





Most employment agencies do a lot of talking about 
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A letter from John M. Leavens, Executive Direc- 
tor of the New York Citizens’ Budget Commission, pub- 
lished in this issue’s “Letters to the Editor” department, 
points out the help which members of the accounting 
profession can give to voluntary, nonprofit, govern- 
mental research agencies. This letter serves to remind 
us again of the important contribution which the CPA 
can make in the field of public service. 

Today, business has to a growing degree become 
a way of life, so much so that the public looks increas- 
ingly to the businessman for leadership in governmental, 
civic and educational affairs. In response, there has come 
about a growing social and political awareness on the 
part of business which has led to increasing participation 
in public service of ail kinds. What holds true for the 
businessman should hold doubly true for the indepen- 
dent accountant, for accounting is the profession of 
business and among the high marks of any profession 
are acceptance of social responsibaaty and unselfish 
devotion to the public interest. 

A new and progressive viewpoint in business holds 
that the businessman should be increasingly active in 
the political party of his choice. Similar sentiment is 
growing throughout our profession and rightfully so, 
for the best way to insure good government in the long 
run is to have capable men and women of independent 
judgment at work in the leading political parties. But in 
order to achieve the most, it is felt, the certified public 
accountant should carry this process beyond mere vote- 
producing activities to the point of becoming a candidate 
for public office himself. 
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in support of this viewpoint was a recent appeal from 
The Honorable J. Waldo Monteith, Canadian Minister of 
National Health and Welfare, himself a chartered accountant, 
in which he said: 


“As persons concerned and experienced with the key pri- 
vate sector of the economy, chartered accountants cannot be 
indifferent to developments in the public sector. Indeed, they 
have a responsibility both to themselves and to their fellow 
citizens to see that their ideas and views are considered in the 
formation of public policy. This can be done to some extent 
in professional practice but not with nearly as much effect as 
through participation in government.” 


Never before has the task of insuring economy and eff- 
ciency in governmental operations been so important. Expen- 
ditures in governments in the United States are currently run- 
ning annually into very substantial figures. Everywhere, these 
governments—community, municipal and state—are struggling 
with what sometimes appear to be insoluble monetary tangles. 
Who better than the CPA with his special financial training can 
help to see that the money is well spent? 


But though indeed the independent accountant can best 
begin his public service in financial areas, he should not limit 
himself to these but should extend his service to broader admin- 
istrative posts. At no time has there been such a need for ex- 
pert direction in public affairs—not only in matters directly 
concerned with government itself but also in those affecting 
schools, churches, hospitals, charities and other aspects of com- 
munity life. In all of these, the CPA has already done something 
to make himself known but much remains to be done. 


Solution of the new and intricate growth problems created ° 


by the sudden spread of communities across the face of the land 
depends in large part upon the association of responsible people 
in the interests of the common good. Public service requires 
great sacrifices of time and money and the rewards may seem 
slow in coming. Long-term rewards accrue from our realization 
of new social and political advancements, but there is another 
side, too. In the words of Maurice H. Stans, Director of the 
Bureau of the Budget: 

“If we tackle this challenge, the stature of our profession 
can grow tremendously in the public eye. . . . Here is our golden 
opportunity to move into the spotlight . . . to show that we have 
come of age.” 


THOMAS G. HIGGINS, 
President 
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The Audit of the 
Cost System 


By JoHN J. Fox, CPA 


dealing with the audit of the 


A sussTANTIAL amount of accounting 
literature has been devoted to the de- 
velopment and design of cost account- 
ing systems while little attention has 
been given to the procedures followed 
by the certified public accountant in 
auditing the cost system. The cost 
system is the focal point of the finan- 
cial audit of manufacturing concerns 
and is a mechanism for applying 
sound accounting principles to the 
problem of allocating the total cost 
pool (consisting of opening inven- 





JOHN J. FOX, CPA, is a resident partner 
at Detroit in the firm of Lybrand, Ross 
Bros. & Montgomery, certified public ac- 
countants. He is currently serving as Di- 
rector of Education for the Detroit Chapter 
of the NAA and is active in the affairs of 
several other professional associations of 
Which he is a member, including the Michi- 
gan Association of CPAs, the AICPA, 
Systems and Procedures Association of 
America and American Management As- 
sociation. 





The technical features of the phase of the audit program 


cost accounting system are 


covered in comprehensive fashion. In addition to the presenta- 
tion of a sample audit program, the author considers the 
objectives of the cost system review; the application of such 
overall approaches as a tour of the plant and review of 
analytical cost reports and accounting manuals; the detailed 
testing procedures; and the constructive results which may be 
achieved by an audit of the cost system. 


tories, material purchases, labor costs 
and manufacturing expenses) between 
current and future accounting periods. 
While consideration must also be given 
to economic factors such as replace- 
ment costs and realizable values, cost 
is the primary basis for inventory valu- 
ation. The audit of manufacturing 
costs is usually best accomplished 
through a review of the cost accounting 
system. 


OBJECTIVES OF THE COST 
SYSTEM REVIEW 


This discussion is restricted to the 
investigation of the cost system which 
is made as an integral part of an audit 
with the objective of expressing an 
opinion on the financial statements. It 
excludes consideration of special 
studies relating to control over proc- 
essing of paper work, control over in- 
ventories and the development of more 
useful management data from the cost 
system which the CPA may be called 
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upon to provide as a service to man- 
agement. 

The auditor should review the cost 
system with three principal objectives 
in mind: 

1. Ascertaining the propriety of 
cost allocations between current and 


future periods (i.e., determining the. 


appropriate amounts for valuation of 
inventories). 

2. Ascertaining that the system pro- 
vides appropriate accounting controls 
over costs incurred and related in- 
ventories, 

3. Ascertaining that the cost ac- 
counting process is handled econom- 
ically and provides management with 
effective information for controlling 
and reducing costs, determining prod- 
uct cost and profitability, etc. 

The third objective stated above 
may be the subject of special manage- 
ment services assignments for the 
CPA. However, the auditor frequently 
has opportunities for making con- 
structive comments and recommenda- 
tions to management as a result of his 
observations during an audit. 


OVERALL REVIEW 
OF THE COST SYSTEM 


An initial investigation of the na- 
ture and type of cost system in use 
is usually required to provide a basis 
for developing a detailed program for 
auditing the cost system. This initial 
investigation should be sufficiently 
comprehensive to enable the auditor 
to plan a program for testing and eval- 
uating the cost system. Some of the 
techniques that are available to the 
auditor for this initial overall review 
are: 

1. Touring the client’s plant facili- 
ties. 

2. Reviewing internal financial 
statements and analytical cost reports. 

3. Reviewing company accounting 
manuals, 

4. Preparing system outlines. 


TOURING THE CLIENT’S 
PLANT FACILITIES 


To make an effective analysis of a 
cost system, the auditor should have a 
general understanding of the nature 
of the company’s products, its manv- 
facturing facilities and processes and 
the flow of materials through the 
plant. This information can usually 
be best acquired by touring the manu- 
facturing and storage areas of the 
plant. During the plant tour, the 
auditor should observe: 

1. The nature of the materials re- 
ceived. 

2. The flow of the materials from 
the receiving areas into the storage 
areas and the documents accompany- 
ing such movements. 

3. The arrangement of the manv- 
facturing facilities and processes and 
the flow of the materials through these 
processes. 

In this manner, the auditor be- 
comes familiar with the character of 
the operation as being one that brings 
many raw materials into a single end 
product, or one that separates a single 
raw material into several end products. 
He should also note the points at 
which the processed materials emerge 
as saleable products in the different 
phases of the production process. 

The auditor should also observe 
how semi-finished and finished prod- 
ucts are stored, the physical movement 
of materials shipped to customers and 
the introduction of semi-finished mate- 
rials into the production process 
together with the handling of the re- 
lated paper work. 

During the course of the plant tour, 
the auditor usually meets some of the 
key manufacturing personnel. Such 
personnel are usually pleased to ex- 
plain what they are doing and what 
their problems are. These contacts 
provide the auditor with an_ insight 
into production problems; he may also 
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become aware of problems relating to 
excess or Obsolete materials and scrap 
and spoilage. He can inquire about 
timekeeping procedures, whether work 
standards are used and how produc- 
tion is scheduled. He should obtain 
definite impressions of shop house- 
keeping, the general attitude of shop 
personnel toward accounting control 
and an understanding of plant termin- 
ology that will enhance his ability to 
communicate with his client’s per- 
sonnel. 

A plant tour in a medium-sized 
manufacturing establishment may re- 
quire no more than several hours. It 
serves to orient the auditor’s thinking 
on the overall assignment. He may, 
of course, require subsequent visits to 
the plant as his work progresses. The 
plant tour may provide an opportunity 
to obtain an organization chart for 
manufacturing. In some companies such 
a chart will be readily available and 
can be supplied to the auditor without 
difficulty. In other instances, it may be 
necessary for the auditor to prepare a 
rough draft of such an organization 
chart by drawing upon the knowledge 
of company personnel. A schematic 
diagram of the production process is 
also a helpful tool. 


REVIEWING INTERNAL FINANCIAL 
STATEMENTS AND ANALYTICAL 
COST REPORTS 


The initial procedures in any audit 
should include an overall review of 
financial statements to give the auditor 
perspective as to the financial position 
of the company, types of assets and 
liabilities, results of operations and 
similar general financial information. 
In approaching the audit of the cost 
system, this review of financial state- 
ments should be extended to include 
cost reports. The auditor should re- 
quest copies of all recurring cost re- 
ports as well as examples of special cost 
studies. The examination of recurring 


cost reports will disclose the type of 
information generally available from 
the existing system. The auditor, of 
course, should specifically seek infor- 
mation as to the product classifications 
used in the cost system, the depart- 
mental organization recognized in the 
accounting records, whether standard 
costs are used, and whether the stand- 
ard costs appear to bear a reasonable 
relationship to recorded costs. He 
should also be interested in the results 
of the company’s own analytical ef- 
forts. Both the regular and the special 
reports may furnish leads to more com- 
plex questions that the auditor might 
wish to investigate. 


REVIEWING COMPANY 
ACCOUNTING MANUALS 


Many companies are equipped with 
comprehensive manuals covering all 
phases of the accounting procedures. 
Where manuals are in existence, the 
sections relating to cost accounting 
procedures should provide the auditor 
with an extensive knowledge of such 
procedures. In some instances, pro- 
cedural descriptions will be accom- 
panied by flow charts and other illustra- 
tive material. When information is 
available from this source, it will 
quickly supply the auditor with ready- 
made answers that could otherwise be 
secured only by more extensive field 
investigations. When such information 
has been recorded in accounting or 
procedures manuals, it is unnecessary 
for the auditor to spend time transcrib- 
ing this information for his work 
papers. 


PREPARING SYSTEM OUTLINES 


The ultimate objective of the over- 
all investigation of the company’s cost 
accounting system is to enable the 
auditor to appraise and understand the 
cost system and to enable him to test 
and evaluate it. To the extent that 
the previously described overall ap- 
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proaches have failed to complete the 
auditor’s understanding, that deficiency 
should be remedied by other investi- 
gations which may include preparing 
comprehensive system outlines based 
upon discussions with supervisory per- 
sonnel, and an inspection of cost 
records. 


DETAILED TESTING OF 
THE COST SYSTEM 


The overall review of the cost sys- 
tem should give the auditor sufficient 
familiarity with the cost records to en- 
able him to use them intelligently in re- 
viewing the pricing of inventories. It 
may also provide the auditor with suf- 
ficient insight into the application of 
accounting principles in the cost pro- 
cedures to enable him to draw some 
tentative conclusions as to the relia- 
bility of the system. At this point, how- 
ever, the auditor’s conclusions are 
probably based on insufficient evidence 
since he has not yet ascertained 
whether the procedures described to 
him or outlined in accounting manuals 
are being followed nor has he ascer- 
tained the quality of the underlying 
clerical work. 

Cost accounting procedures in many 
companies require the processing of 
a substantial volume of underlying 
paper work. Material requisitions and 
labor distributions can be quite volumi- 
nous in large plants where the end 
product is the work of a large group 
of timekeepers, stores clerks and other 
personnel. Expense distributions can 
be complicated. Frequently account- 
ing data are summarized first by indi- 
vidual departments and then resum- 
marized in successive steps until a 
final distribution is obtained. Service 
department expenses often require 
complex allocation procedures. 

The immediate objective of the audi- 
tor is to devise procedures for testing 
the cost system effectively with a mini- 
mum expenditure of time. The nature 


of the investigation must be adapted 
to the particular system in use. The 
character of the testing may be very 
different for different types of cost sys- 
tems. Certain general principles of 
testing apply, however, in most circum- 
stances. The types of detailed tests 
which can be applied in most instances 
are classified as follows: 


1. Test of distribution of original 
charges and credits. 

2. Analysis and review of cost and 
inventory accounts. 

3. Review of cost allocation pro 
cedures. 

4. Consideration of budgetary fac- 
tors. 


DISTRIBUTION OF ORIGINAL 
CHARGES AND CREDITS 


Auditors customarily organize a pro- 
gram into a series of functional tests 
and reviews of account balances. These 
tests serve to probe deeply into the 
business organism. Many of the func- 
tional tests should be programmed to 
provide the auditor with authentication 
of data entering into the cost system. 
Some of the functional tests that bear 
upon the cost system work are tests of 
purchases, payrolls and sales; tests of 
internal charges, such as work orders 
and requisitions, are also related to 
the cost accounting system. 

Tests of purchases are undertaken 
with the primary objective of substan- 
tiating procedures for the disbursement 
of funds. Each disbursement, how- 
ever, originates an account charge, pri- 
marily to inventory or expense ac- 
counts. These charges are the original 
entries in the cost procedure. Conse- 
quently, the auditor must be concerned 
with establishing not only the authen- 
ticity of such charges, but also the con- 
sistency and reliability of their classifi- 
cation to appropriate inventory or ¢x- 
pense accounts. Such charges should 
be traced through on a test basis to 
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entries in detailed inventory and ex- 
pense ledgers. 

Payrolls are also examined primarily 
for substantiation of disbursements. 
Procedures for recording payroll distri- 
bution should be examined and tested 
to substantiate cost entries originating 
fom payroll charges. The auditor 
should also investigate the timekeeping 
procedures as part of this process since 
eventual account charges can be no 
more reliable than the original time 
charges. 

The sales examination also has its 
interrelationship with the cost system 
investigation since the summarization 
of product shipments is the basis for 
relief of inventories and charges to 
cost of sales. The auditor should re- 
view and test the procedures for sum- 
marizing quantities of products sold 
and the cost applied to sales for the 
resultant determinations of cost of sales 
and inventory relief entries. Attention 
should be given to the classification of 
product shipments and to the treatment 
of other items such as scrap and by- 
product sales. 

Although functional tests of sales, 
purchases and payrolls are made pri- 
marily for reasons other than cost sys- 
tem analysis, such tests may also be 
used to substantiate cost accounting 
procedures. In addition, tests should 
be made of charges for materials trans- 
ferred to production, accounting for 
scrap and spoiled production, the de- 
termination of standard unit costs and 
the recording of operating variances 
where standard costs are used. 


ANALYSIS OF COST AND 
INVENTORY ACCOUNTS 


In his preliminary investigation of 
the cost system, the auditor frequently 
develops a schematic diagram of the 
cost system accounts, indicating the 
flow of the elemental costs through 
the system. The auditor should in- 
vestigate the actual operation of the 


system by analyzing selected accounts 
and tracing the entries in these ac- 
counts back to source records which 
have been authenticated by other audit 
procedures. The analysis of entries in 
the cost and inventory accounts serves 
to tie together the various phases of 
the auditor’s work. Account analyses 
may disclose entries from sources not 
yet tested which should be investi- 
gated. Such entries frequently provide 
a deeper insight into the accounting 
principles applied and the method of 
their application and expose unusual 
or nonrecurring transactions for re- 
view. 


REVIEW OF COST 
ALLOCATION PROCEDURES 


Manufacturing cost accounting is 
essentially a procedure for first ac- 
cumulating costs by type in the centers 
where they are incurred and then allo- 
cating the accumulated costs to indi- 
vidual products. Fixed costs such as 
rent and depreciation charges on build- 
ings contribute to the value of the 
products produced but cannot be as- 
sociated readily with individual prod- 
ucts other than through some method 
of allocation. In some instances, such 
costs may be allocated to individual 
products as a burden rate applied on 
the basis of direct labor. In other in- 
stances, more refined studies may be 
developed under which depreciation, 
for example, may be allocated to prod- 
ucts on the basis of floor space used 
or power on the basis of metered con- 
sumption. The auditor, in any event, 
should be sufficiently versed in indus- 
trial accounting practices to review the 
reasonableness of the allocation pro- 
cedures and the consistency with which 
the procedures are applied. 

Production standards for material, 
labor and overhead are essentially de- 
vices for predetermining cost alloca- 
tions based on normal usage of the 
various cost components. Such stand- 
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ards frequently provide a more reliable 
method for measuring costs than so- 
called ‘“‘actual” cost methods. The au- 
ditor should, of course, have some 
knowledge of the basis on which such 
standards were determined. This can 
be accomplished partially through a 
review of the underlying specifications 
and standard procedures and partially 
through the review and analysis of the 
resultant variance accounts. The audi- 
tor should ascertain whether the stand- 
ards are maintained on a current basis 
and revised for current changes in 
conditions. He should also ascertain 
whether they are set in a manner de- 
signed to measure normal costs and 
result in charging inefficiency losses to 
the current accounting period. 


CONSIDERATION OF 
BUDGETARY FACTORS 


Manufacturing costs are drastically 
influenced by volume changes due to 
the influence of the cost behavior of 
fixed and variable expenses. While 
certain expenses will vary directly with 
volume, other expenses will remain 
relatively fixed in amount. When vol- 
ume is high, unit fixed costs are low 
and, conversely, as volume decreases, 
unit fixed costs tend to increase. Di- 
rect costing procedures segregate fixed 
costs so that unit costs consist only of 
variable direct costs which, in theory, 
are not subject to fluctuation when vol- 
ume changes. Year-end balance sheet 
adjustments may be required to in- 
clude appropriate amounts of fixed 
costs in inventory where standards for 
pricing inventory include only direct 
costs. 

When absorption costing procedures 
are used, product costs tend to vary 
conversely with volume changes. When 
volume is low the accountant should 
recognize the posible existence of idle 
plant costs which should be treated as 
period charges and should not be allo- 
cated to inventory values. This is fre- 


quently accomplished by determining 
normal volume and establishing stand- 
ard overhead rates on cost levels antici- 
pated for normal volume. The auditor 
should review the basis for determin- 
ing normal volume and establishing the 
standard overhead rates. 


PROGRAM FOR AUDIT 
OF A COST SYSTEM 


A sample audit program for the 
audit of a job cost system is described 
in the following paragraphs. The audit 
functions relating to the physical tests 
of inventory quantities and inventory 
pricing have been excluded from this 
program because the discussion is lim- 
ited to the basic problems of reviewing 
the cost system. While certain portions 
of the program will relate equally well 
to both a job order and process cost 
system, certain revisions would be ap- 
propriate in adapting such a program 
to a process cost system. 

* Tour the plant with supervisory 
plant personnel in order to become 
generally familiar with the production 
processes, the flow of production ma- 
terials in the manufacturing process 
and the organization of the plant. 

* Ascertain the general nature of the 
cost accounting system and the pro- 
cedures in effect by inquiring of the 
cost accounting supervisor and review- 
ing the company’s internal financial 
statements and cost reports. 

* Select an interim accounting pe- 
riod and review the entries recorded 
in the inventory and cost of sales 
accounts. Trace amounts to source 
of entry and test and review under- 
lying details for other than pur- 
chases and payroll entries which were 
tested in other phases of the audit. 

* Trace charges on a test basis to 
work in process for actual costs of 
material and labor from source data to 
the job order cost cards (refer to step 
above). 

* Test the pricing of charges to work 
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in process for material and labor at 
standard by reference to standard cost 
records. 

* Review the procedures for closing 
job orders with responsible employees. 
Select a representative sample of job 
orders closed during the period; review 
the related job order cost cards, test 
the computation of the variances and 
trace to the journal entry. 

* Review the methods of accounting 
for scrapped production and scrap ma- 
terials resulting from the production 
processes. 

* Compare the total of sales sum- 
marized for costing purposes with re- 
corded sales for the test period to 
determine that all sales are included 
in the costing. 

* Test costing of sales for items se- 
lected from costing tabulations by ref- 
erence to standard cost records. 

* Review the methods and proced- 
ures for establishing standard costs 
and ascertain that standards have been 
revised to reflect current conditions. 

* Test selected items to determine 
that standards are representative of 
cost by comparing the standard unit 
costs with actual costs recorded on 
the cost cards for completed job orders. 

* Ascertain the nature of production 
cost variances and their relationship to 
the total cost of production to form an 
opinion of the acceptability of the 
standard cost for inventory pricing 
purposes. 

* Review the computation of the 
standard burden rates to determine 
that such rates result in charging period 
costs to current operations and do not 
defer such charges to future periods. 

* Review inventory and cost of sales 
accounts for other periods in the year 
and investigate any entries of signifi- 
cant amount or from unusual sources. 


CONSTRUCTIVE RESULTS FROM 
AN AUDIT OF THE COST SYSTEM 

As a result of his audit of the cost 
system, the auditor is frequently in a 


position to make constructive sugges- 
tions to his client. Such suggestions 
can be important in enabling the com- 
pany to operate more profitably. Large 
companies as well as small can al- 
ways profit from independent apprai- 
sals of their cost accounting proce- 
dures. 

The author recalls one instance in 
which a manufacturing concern pro- 
duced two different products in two 
different departments of the same 
pliant. The manufacturing process in 
one department was highly mechan- 
ized, requiring a substantial investment 
in the equipment and utilizing very 
small amounts of direct labor. The 
second department required little 
equipment investment and substantial 
amounts of direct labor. The product 
cost accounting procedures of this 
company consisted of accumulating the 
cost of material and direct labor for 
each product and allocating overhead 
accumulated on a plant-wide basis by 
means of an overhead rate applied to 
direct labor. The result of this pro- 
cedure was, of course, that the depre- 
ciation costs and overhead of the first 
department were substantially charged 
to the products produced in the second 
department. It is not surprising that 
the products produced in the second 
department consistently showed a loss 
while unfortunately management was 
directing its attention toward promot- 
ing the supposedly very profitable 
product of the first department. 

It should be noted that in instances 
where products pass through all de- 
partments of the plant, a plant-wide 
overhead rate usually produces an 
equitable result for product costing 
purposes. However, departmentaliza- 
tion may be required for purposes of 
overhead control. 

Effective cost accounting procedures 
are an important factor in physical 
control over materials. When inven- 
tory controls are not effective they 
frequently contribute to spoilage, pil- 
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ferage and other losses which may be 
far more costly than the losses that 
are likely to result from careless hand- 
ling of other assets such as cash. 

In one cost system audit, inquiries 
concerning the handling of scrap dis- 
closed that the company was suffering 
substantial losses on the disposition of 
scrap because of its failure to properly 
segregate and classify different types 
of scrap. Failure to provide effective 
internal controls over the disposition 
of scrap has undoubtedly been re- 
sponsible for many inventory losses. 

Auditors frequently encounter man- 
ufacturing cost systems which provide 
the required tools for product cost 
determinations but do not provide 
management with tools for controlling 
and reducing material, labor and over- 
head costs. Cost accounts should be 
organized in a manner that facilitates 
placing the responsibility for costs in- 
curred upon appropriate individuals 
in management. The accounts should 
provide a mechanism either through 
standards or other similar methods of 
comparison for determining the rea- 
sonableness of costs incurred. When 
such controls are not built into the 
accounts, the auditor should advise his 
client of the deficiencies. 

In many instances, substantial sums 


are expended in the clerical processing 
work related to manufacturing opera- 
tions. The auditor should always be 
alert to indications of inefficiencies jn 
the clerical processing methods. Many 
companies have achieved substantial 
savings not only in the cost of clerical 
processing but in the manufacturing 
operations themselves by improvement 
in forms design and procedures for 
handling of clerical work. Tabulating 
and other processing systems have 
been adopted to coordinate production 
and inventory control activities. The 
auditor should be sufficiently familiar 
with these techniques to enable him to 
recognize opportunities for recom- 
mending improvements in the handling 
of such activities in the client organi- 
zation. 

In audits of manufacturing organi- 
zations, the audit of a cost system pro- 
vides the auditor with one of the best 
areas of rendering valuable service to 
his clients. In order to utilize this 
opportunity, the auditor should be 
soundly grounded in cost accounting 
procedures and thoroughly familiar 
with his client’s manufacturing proces- 
ses and products. He must be con- 
stantly alert for opportunities to apply 
his professional knowledge in a manner 
most beneficial to his client. 





INFORMATIVE REPORTS 


One of the most important rules about financial statements 
is that they should make full disclosure of all important and 
material accounting information. The plain implication of the 
rule is that a message consisting of too great a multitude of 
details would be unsuited for carrying the essential ideas to the 
reader’s mind. The rule also carries the implication that exces- 
sive compression of the facts would be uninformative and there- 


fore undesirable. 


A. C. LIrTLETON, “Structure of Accounting Theory,” 
AMERICAN ACCOUNTING ASSOCIATION (Monograph No. 5), 1953 


250 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT APRIL 1960 





re (ft 


sing 
era- 
s be 
S in 
lany 
Ntial 
rical 
ring 
nent 
for 
ting 
lave 
tion 
The 
liar 
1 to 
m- 
ling 
ani- 


ini 
TO- 
est 


this 

be 
ing 
liar 
eS- 
yn- 
oly 
ler 





Significant Federal Tax 
Decisions of 1959 


By PuHiLip D. BRENT, CPA 


Thuis article reviews some of the more 
important of several thousand court 
proceedings and judicial determina- 
tions, which were reported late in 1958 
and during 1959. An attempt was 
made to include the more important 
Supreme Court cases, Circuit Court 
decisions reversing lower court opin- 
ions, and evaluations by all the courts 
in hazy areas which, in the author’s 
opinion, warrant the continued atten- 
tion of those concerned with the chang- 
ing tax currents. Discussions are re- 
ported under broad categories in alpha- 
betical order. 


ACCOUNTING PROBLEMS 


A group of 1959 cases dealt with 
the problems of determining the proper 
tax year for reporting income not re- 
duced to physical possession by the 
taxpayer, and income items which 
under financial accounting principles 
would be deferred to subsequent pe- 
riods, 

The Supreme Court of the United 
States in the companion cases of 
Comm. v. Hansen, Comm. v. Glover 
und Baird v. Comm., 79 S CT 1270, 





PHILIP D. BRENT, CPA, is a member of 
our Society’s Committee on Federal Taxa- 
tion and a lecturer on taxation at the 
Baruch School of Business and Public Ad- 
ministration of The City College of New 
York. Mr. Brent is a partner in the firm 
of B. Waltzer & Co., certified public ac- 
countants, 


3 AFTR 1690, considered the ques- 
tion of time for reporting income by 
accrual-basis car dealers on credits or 
reserves due from finance companies. 
Reserve accounts based on a percent- 
age of financed accounts, created by 
finance companies to guarantee collec- 
tion of amounts due on financed vehi- 
cles, are deemed property of dealer 
who sold account to finance company. 
Ownership of the retained reserve was 
subject only to certain contingent lia- 
bilities of the dealers to the finance 
company. The accrual-basis dealer is 
deemed to have income at the time it 
acquired a fixed right to receive the 
reserve even though the dealer had no 
present enforceable right to actual re- 
ceipt. When finance company credited 
on its books a liability to the dealer, 
the accrual-basis dealer received tax- 
able income, and not later when pay- 
ments from the account are due. This 
was reaffirmed by the Supreme Court 
in U.S. v. Colonial Chevrolet and U.S. 
v. Hine Pontiac, 4 AFTR 2d 5029. 
These principles were further made 
applicable to a loan broker business 
and a builder. At the time a finance 
company advanced money to taxpay- 
er’s customers, it credited two percent 
thereof to a reserve account which was 
then deemed taxable to accrual-basis 
company. (Family Finance, Inc., 32 
TC 113.) A builder was obliged by 
his bank to permit the bank at the 
time of closing to withhold portions of 
the sales proceeds “as additional se- 
curity” in connection with a financing 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT APRIL 1960 e@ 251 








arrangement. These amounts, credited 
to savings accounts in the name of the 
accrual-basis taxpayer, were income at 
the time the sale was closed and not 
when the bank agreed to release the 
funds. (Key Homes, Inc. v. Comm., 4 
AFTR 2d 5730, CA-6.) 

In 1947 taxpayer bought a business 
and agreed to pay the seller royalties 
on gross sales. The buyer paid off 
the then existing accounts payable of 
the seller and the parties agreed that 
this represented an advance on royal- 
ties which were subsequently earned. 
It was held that the advance payments 
were income to the seller when made 
by the vendee in discharge of vendor’s 
obligations. (Perfumers Manuf. Corp., 
33 TC 59.) 

In Automobile Club of New York, 
32 TC 79, yearly sales of redeemable 
coupons to members always exceeded 
redemptions. The club on an accrual 
basis was taxed in the year of sale and 
was not permitted to reflect unre- 
deemed coupons in a deferred income 
account. Furthermore, membership fees 
were taxed fully in the year of receipt 
although portions thereof covered the 
following tax year. 

One significant victory for the tax- 
payer permitting a deferral of prepaid 
income was in Bresner Radio v. 
Comm., 3 AFTR 2d 1530, CA-2. The 
court distinguished other cases where 
advance receipts without restriction 
were income in full when received and 
allowed the accrual-method service 
contractor to prorate prepaid income 
and defer same since taxpayer con- 
sistently deferred one-year advance 
paymem T.V. service contracts over 
the two taxable years to which they 
were applicable. The method here was 
court-sanctioned since it was a “realis- 
tic’ method and clearly reflected in- 
come. But in Streight, 33 TC 15, an 
accrual-basis T.V. dealer was obliged 
to report amounts due from service 
contracts in income in full in the year 
the contract was entered into on the 


theory that these amounts were sub- 
stantially fixed and unconditional even 
though payments and_ performance 
were to be made in the future periods, 

Where a closely held corporation 
accrued interest on loans from share- 
holders, it was constructively received 
by them in the year the corporation 
was financially able to pay the debt 
rather than the year of actual receipt. 
(Jaegar Motor Car, TC memo 1958- 
223.) Also, sums debited to salary and 
credited to accounts receivable-officer 
of a wholly owned corporation were 
taxable income in year credited, since 
at that time the taxpayer derived an 
economic and financial benefit. (Henry 
Bruce Bowen, TC memo 1959-124.) 

A liquidating bank on a cash basis 
was held to have received income from 
accrued interest on certain loans re- 
ceivable, where amount in question 
was a factor in arriving at the selling 
price of the corporate stock prior to 
liquidation by the shareholders. The 
Commissioner contended that the tax- 
payer’s method did not clearly reflect 
income and that one cannot escape 
taxation by giving away his right of 
actual receipt in advance of actual 
payment. (See Helvering v. Horst, 
311 U.S. 112.) The result, if other- 
wise, would amount to an avoidance 
of tax on the income since to the pur- 
chaser the receipt of interest was a 
return of its purchase price which was 
attributable to the accrued interest. 
The court held that the Commissioner 
had the power to impose a method of 
accounting to reflect realities of the 
situation. (Jdaho First National Vv. 
U.S., 3 AFTR 2d 928, CA-9.) How- 
ever, the Commissioner’s right to 
change the accounting method of a 
taxpayer is conditional on the showing 
that the other method achieves a more 
accurate representation of income. 
(Woodward Iron Co. v. Patterson, 3 
AFTR 2d 1427.) 

In Denise Coal Co. v. Comm., 4 
AFTR 2d 5815, CA-3, a deduction 
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was allowed for amounts calculated on 
4 reasonable basis and accrued to reha- 
bilitate land upon which strip-mining 
method was used, since state law re- 
quired rehabilitation upon completion 
of the mining operation, and thus 
these were not merely contingent re- 
serves. A manufacturer on the ac- 
crual basis contracted for construction 
of a waste-disposal plant which proved 
ineffective and was abandoned. The 
full cost was deductible in the year 
the contract was signed and not, as 
the Government contended, in years 
“progress payments” were due. The 
liability being absolute the deduction 
was allowable in year liability to pay 
the costs accrued and not in the year 
payments were due. (Woolrich Woolen 
Mills v. U.S., 4 AFTR 2d 5929.) In 
Milwaukee & Suburban Transport, TC 
memo 1959-216, a reserve for unset- 
tled negligence claims was not a per- 
missible accrual since liability was not 
admitted. fixed or ascertainable with 
reasonable certainty. The Tenth Cir- 
cuit reversed the Tax Court in Cravens 
v. Comm., 4 AFTR 2d 5984, CA-10, 
and a $50,000 prepayment, by cash- 
basis taxpayer to feed company for 
promise of preferential price payment 
to be applied against price of future 
deliveries, was deductible in full in 
year paid. Accrual-basis taxpayer 
could not deduct estimated pay rises 
during period of arbitration, when it 
contested its full liability, even though 
the general denial was mere strategem 
and taxpayer realistically expected that 
wage increases would be at least par- 
tially awarded against it. (Fifth Ave. 
Coach Lines, 31 TC 111.) 


AMORTIZATION, DEPLETION 
AND DEPRECIATION 


Is a premium received by a mort- 
gagor from a mortgagee, income in full 
in year of receipt or reportable over 
the mortgage period? The Tax Court 


held that amounts in excess of the face 
amount of mortgage note insured by 
FHA was income in full in year re- 
ceived and not amortizable. (Gary 
Realty Corp., TC memo 1959-76; 
Wexford Hall, Inc., TC memo 1958- 
182; Sunnyhill Gardens, Inc., 31 TC 
3.) However, the 2nd Circuit reversed 
the Tax Court in Bayshore Gardens, 
Inc. Vv. Comm., 3 AFTR 2d 1547, 
CA-2, and held that the premium is 
amortizable over the life of the mort- 
gage note, as being a clear and accu- 
rate method of reflecting annual in- 
come. 

Costs of initially procuring a tele- 
vision license from the F.C.C. were 
capitalized by the taxpayer who then 
sought to amortize these costs over a 
56-month period (20 months being 
the term of the construction permit 
and 36 months the term of the orig- 
inally granted television license). The 
cost was deemed non-amortizable by 
the court which held that it was un- 
likely that the F.C.C. would deny the 
taxpayer’s application for license re- 
newal and thus the life of the asset 
would be of indeterminate duration. 
(KWTZ Broadcasting Co., 31 TC 93, 
affirmed 4 AFTR 2d 5893, CA-5.) 


The Supreme Court in Parsons v. 
Smith (359 US 215, 3 AFTR 2d 
1065) denied percentage depletion to 
coal stripping contractors since they 
were not deemed to have acquired an 
“economic interest in minerals in 
place.” By contract taxpayers were 
paid an agreed fixed sum from the 
landowners per ton extracted, and de- 
livered the coal to the landowners who 
in turn resold the coal. The contribu- 
tion of movable equipment (over 
$500,000 in one case) organizations 
and skill, and the contracts created an 
“economic advantage” but not a capi- 
tal or economic interest or investment 
recoverable by way of depletion. The 
court did permit some depreciation de- 
ductions. In Denise Coal Co., 4 AFTR 
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2d 5815, CA-3, the owners who con- 
tracted with coal strip contractors were 
permitted depletion deductions on the 
sale of the coal. In Scofield v. La- 
Gloria Oil and Gas Co., 3 AFTR 2d 
1054, CA-5, the lower court was re- 
versed and the Commissioner was sus- 
tained in denying a depletion deduction 
to a firm that invested heavily in a 
plant to produce by-products of natural 
gas by processing the natural gas and 
then returning it to the ground. The 
[reasury has long contended that only 
sales values of minerals in the crude 
state was income from property for oil 
and gas depletion purposes. The court 
here denied a deduction on the grounds 
that no economic interest existed with- 
out ownership or capital investment in 
the gas in place. 

The definition of the terms “useful 
life’ and “salvage value” for depre- 
ciation purposes was at issue in sev- 
eral conflicting cases. In U.S. v. Mas- 
sey, 3 AFTR 2d 787, CA-5, and 
Hertz v. U.S., 4 AFTR 2d 5115, CA- 
3, useful life meant the period of use- 
fulness of an asset to the taxpayer in 
his business and not the economic or 
normal business life of the asset. On 
the other hand in Evans v. Comm., 3 
AFTR 2d 667, CA-9, the Tax Court 
was reversed and this Circuit defined 
useful life as the estimated physical or 
economic life of the property. On the 
issue of determination of salvage value, 
in the Hertz case depreciation was 
limited under the double-declining bal- 
ance method to the property’s basis 
minus reasonable salvage value. Sal- 
vage value was the estimate, at the 
time of acquisition, of the proceeds 
to be received when the property 
would be normally disposed of. The 
double-declining method was deter- 
mined to affect the timing and not the 
ultimate amount of depreciation. In the 
Evans case, however, the court felt 
that salvage should be computed as 
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the estimated proceeds receivable upon 
disposition at the end of the assets’ 
economic life. 


ASSOCIATIONS AND TRUSTS 
TAXABLE AS CORPORATIONS 


Partnerships can also be subjected 
to association treatment. In S. Galt vy, 
U.S., 4 AFTR 2d 5224 (appeal dis- 
missed, 257 F 2d 811), an associa- 
tion of doctors organized to operate 
a clinic and practice medicine under 
“Articles of Association” which, in 
substance, included all that a corpo: 
rate charter would require for incor- 
poration under local state law if doc- 
tors could incorporate. Therefore, 
this association is treated in the same 
tax manner as a corporation in accord- 
ance with the definition provided by 
Section 7701 (a)(3). In December 
1959 the Treasury proposed its regu- 
lations under Section 7701 and defines 
organizations treated as corporations. 
Many professional associations will 
seek to qualify as tax corporations in 
order to secure pension, profit-sharing 
and other “employee fringe benefits” 
not otherwise available since state law 
precludes legal incorporation. These 
proposed rules will also guide entities 
in avoiding corporate treatment, such 
as some trusts or syndicates which 
seek to avoid double taxation. 


AWARDS, PRIZES 
AND SCHOLARSHIPS 

A husband claimed that he agreed to 
give his wife one-half of the winnings 
on an Irish sweepstakes ticket, but 
since evidence failed to establish that 
the agreement was enforceable or spe- 
cifically complied with, it was not rec- 
ognized. (Jose Tavares, 32 TC 51.) 
However, where there was an actual 
division then the agreement was recog- 
nized. (Freda Dowling, TC memo 
1959-169.) In a case interpreting 
Code Section 74(b) which provides 
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that gross income does not include cer- 
tain prizes and awards if recipient was 
selected without action on his part to 
enter the contest, the court held a 
Rockefeller Public Service award tax- 
able since taxpayer actively submit- 
ted his name and qualifications and 
was among a host of competitors. 
(Max Isenbergh, 31 TC 107.) In 
Massingale, 3 AFTR 2d 995, a lottery 
prize was tax free. All the taxpayer 
did was to sign an entry blank. No 
other services or efforts whatever were 
expended. 

Section 117 excludes from income 
fellowship grants if the grantor is a 
tax-exempt organization under Section 
§01(c)(3). In Bachmura, 32 TC 
103, taxpayer was employed by a uni- 
versity. He devoted one-quarter of 
his time to teaching economics and the 
balance of his time to work on an eco- 
nomic research project. The funds for 
the project paid to taxpayer came from 
the Rockefeller Foundation. The court, 
in denying the exclusion, held that 
where the arrangement is primarily 
one of employment and the payments, 
even though for research, are pri- 
marily payments of compensation as 
such and not for enabling the recipient 
to carry on studies or research in 
furtherance of the taxpayer’s own edu- 
cation and training, then the income is 
not excludable as a fellowship grant. 


CASUALTY LOSSES 


An interesting extension of the defi- 
nition of deductible casualty loss oc- 
curred in the case of Stowers v. U.S., 
3 AFTR 2d 505. A subterranean dis- 
turbance brought about by surface 
water seepage caused taxpayer’s resi- 
dence to be blocked off and means of 
ingress and egress was limited. The 
Government contended that the dam- 
age was deterioration. However, the 
court held that to the taxpayer the 
event was sudden and unexpected and 
even though the property was not 


damaged physically, a loss was suf- 
fered since the residence was no longer 
useful. 

When is termite damage to a dwell- 
ing deductible as having occurred over 
a short enough period to qualify as a 
casualty loss? In Winsor, TC memo 
1959-78, damage to one residence 
over a five-year period was not deduc- 
tible whereas damage to another resi- 
dence over a twenty-two month period 
was deductible. Theft losses are de- 
ductible in the year taxpayer discovers 
the loss. The rule was expanded as a 
result of Scofield v. Comm., 3 AFTR 
2d 1054, CA-6, so as to permit a de- 
duction in either the year when the loss 
is discovered or, if there continues to 
exist from the time the loss is discov- 
ered a reasonable prospect for recovery 
on a reimbursement claim, the loss is 
not deductible until it can be reason- 
ably ascertained that reimbursement 
will or will not be forthcoming. 


COLLAPSIBLE CORPORATIONS 


Twelve cases dealt with the problem 
of collapsible corporation treatment of 
real estate businesses. In eleven in- 
cluding a jury case, ordinary gain 
treatment was given to corporate dis- 
tributions of excess FHA loan pro- 
ceeds, and partial or complete sales 
of corporate stock. The only 1959 
case affording a vctory to the taxpayer 
was J. B. Kelley, 32 TC 11, where a 
stockholder in a real estate develop- 
ment corporation sold his stock but 
after the corporation had realized 
thirty percent of the net income to be 
derived from its property. Thirty-per- 
cent realization had fulfilled the statu- 
tory requirement of being “a substan- 
tial part of the net income to be de- 
rived,” even though a substantial part 
still remained to be realized. 


CAPITAL ASSETS—DEFINED 

The courts continue to define capi- 
tal assets. In Damon Runyon, Jr. V. 
U.S., 4 AFTR 2d 5354, taxpayer sold 
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rights to a producer to make a film 
about taxpayer’s renowned father and 
to have plaintiff portrayed in the film. 
The reporting of the gain as capital 
in nature was rejected by the Commis- 
sioner. The court held that to have 
capital gain, property or a property 
right had to be the subject matter of 
a sale or assignment and that the con- 
tract herein called for the payment for 
a transfer of a “right to privacy.” The 
sale was of the right to make a moving 
picture depicting the life of taxpayer’s 
father. This was not a property right 
but a personal right under New York 
law. 

An assignment of a claim for 
recovery of damages for lost busi- 
ness profits is ordinary income. (Es- 
tate of J. T. Longino, 32 TC 78.) 
But in Collins, TC memo 1959-174, 
it was held that amounts _ re- 
ceived by oil company for payments 
of anticipated damage to taxpayer’s 
leases on oyster beds, which would 
result from the laying of pipelines 
across such beds by the oil com- 
pany, were capital gain. This case 
utilized an interesting extension of the 
application of the Cohan rule. The 
court approximated what portion of 
the lump-sum payment was for antici- 
pated loss of profits, which would be 
ordinary income, and what portion 
represented payment for damages to 
leased oyster beds, which would be 
capital gain. 

Taxpayer had options or contracts 
to purchase land which he held for 
more than six months. He then con- 
tracted to sell the land which was the 
subject of the options. Less than six 
months after the contract was signed, 
title was conveyed at a closing directly 
from the record owners to the ultimate 
purchaser. The court construed the 
contract with the latter as one to sell 
land rather than options and the form 
of conveyance as being for the con- 
venience and economy of the taxpayer. 


Since land was deemed sold, which 
land was held less than six months, the 
gain was short-term. (Louis D. Blick, 
31 TC 66.) On appeal the Circuit 
Court affirmed and found that taxpayer 
sold a package including an obligation 
to procure transfers of title to property 
held by him less than six months, 
(Blick v. Comm., 4 AFTR 2d 5812.) 


An employee’s failure to exercise an 
option to buy stock was a capital loss 
and not a loss resulting from employer- 
employee relationship or a transaction 
entered into for profit. (Robert Little, 
31 TC 65.) 


Capital gain treatment was allowed 
inventor for royalty payments received 
under exclusive license agreement 
(construed as transfer of patents) 
granted by taxpayer to nonprofit but 
taxable foundation organized by tax- 
payer. Foundation in turn sublicensed 
a manufacturer and was allowed capi- 
tal gains treatment on royalties paid 
by manufacturer. The manufacturer in 
turn was permitted a depreciation de- 
duction for royalties. (Best Lock, et al 
[vacating prior decision at 29 TC 389] 
31 TC 125), which was acquiesced in 
by Commissioner. Generally, assign- 
ments of patents or licenses even where 
certain recapture rights are retained, 
are deemed capital gain sales. (Merck 
& Co., 2 AFTR 2d 6161, CA-3.) A 
nonexclusive license was not tanta- 
mount to capital gain sale. (Walen v. 
U.S., USDC Mass., 3 AFTR 2d 991; 
affirmed CA-1 at 4 AFTR 2d 5994.) 
Taxpayer gave Parker Pen Co. an ex- 
clusive license, but in order for Parker 
to license others, taxpayer’s consent 
was first procured; therefore, capital 
gain treatment denied. (Russell T. 
Wing, 33 TC 13.) 

A loss on sale of securities is de- 
ductible as ordinary business expense 
under Section 165(a) or Section 162 
(a) if acquired as condition of acquit- 
ing a business advantage by permitting 
purchasing privileges which went with 
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stock as purchased. (Arlington Bowl- 
ing Corp., TC memo 1959-201.) But 
if the stock is held beyond a reasonable 
time after the exercise of privileges it 
is deemed an investment and the loss 
is capital in nature. (Gulflex Drug v. 
Comm., 2 AFTR 2d 6254, CA-5.) 
The Court of Claims in Boeing, 2 
AFTR 2d 6214, held that where tax- 
payer-lawyer caused extensive devel- 
opments to property he could not con- 
tend that sales were “merely liquida- 
tion of an investment entitled to capi- 
tal treatment.” The same court in 
Lazarus V. U.S., 3 AFTR 2d 1079, 
held that a theatre owner who sold 
farm property upon which extensive 
improvements were made was entitled 
to capital gain treatment. One signifi- 
cant difference should be noted. In 
Boeing, taxpayer’s original motive in 
acquiring the land was a resale. In 
Lazarus, the property was originally 
purchased for farm use. In Barrios v. 
Comm., 3 AFTR 2d 1126, CA-5, the 
Court of Appeals reversed the Tax 
Court and held that where a taxpayer 
had originally purchased and used 
property as a farm, later disposal after 
subdivision and improvement was 
merely liquidation of a capital asset. 


CAPITAL ASSET TREATMENT 
OF SECTION 1231 ASSETS 

Section 1231 treatment was at issue 
in several 1959 cases. In C. Hillard, 
31 TC 94, taxpayer was in the busi- 
ness of car rental and sale of used cars. 
Capital gain treatment was claimed on 
sales of rental vehicles which were 
used on an average of one year. The 
court found that the purchase of cars 
was motivated primarily by anticipa- 
tion of profits on their ultimate resale 
and therefore gains were ordinary in- 
come. In Greene-Haldeman, 31 TC 
134, the court felt that purchasing, 
holding and then selling vehicles, after 
use in rental business, were neverthe- 
less accompanied by an ever-present 


motive of ultimately selling them in 
the ordinary course of business and 
therefore they were not capital assets. 
Gain realized on sale of automobiles 
used temporarily before resale by em- 
ployees or as demonstration cars was 
ordinary income. If the cars were used 
over their reasonable life, primarily to 
transport personnel in operation of the 
business, then even an auto dealer 
would be permitted Section 117j (Sec- 
tion 1231, 1954 Code) treatment. 
(Duval Motor v. Comm., 3 AFTR 2 
799, CA-S.) 

Condemnation threat by a state en- 
gineer forced owner to agree to and 
contract to sell sand and gravel to the 
state. Thereafter the land was of no 
further use, being under water. The 
court construed the engineer’s threats 
as “threat or imminence of condemna- 
tion” under Section 1231 and held 
Revenue Ruling 58-557 invalid since 
it was too restrictive in its require- 
ments. (F. O. Maixner, 33 TC 20.) 
As part of a condemnation arrange- 
ment the taxpayer was permitted the 
use and occupancy of the property for 
three years. Rental income of this pe- 
riod was deemed part of the award and 
was afforded capital gain treatment. 
(Morse v. U.S., 3 AFTR 2d 1195.) 
The United States seized certain truck- 
ing firms, taking over control and pos- 
session to the extent necessary to oblige 
the continuance of the operation al- 
though no transfer of title was in- 
volved. Subsequent compensation for 
the seizure was afforded capital gain 
treatment by the Sth Circuit in Gilette 
Motor v. Comm., 3 AFTR 2d 1046, 
CA-5, but was denied by the 8th Cir- 
suit in Midwest Motor, 1 AFTR 2d 
654, CA-5, which considered the take- 
over as being too temporary to amount 
to a conversion. 


DEDUCTIONS 


The Supreme Court affirmed 1939 
Code regulations preventing business 
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expense deductions of sums spent for 
lobbying or the promotion or defeat 
of legislation. In the companion cases 
of Cammarano v. U.S. and Strauss v. 
Comm., 3 AFTR 2d 697, wholesale 
liquor dealers made expenditures in 
urging the general public to vote 
against initiatives prohibiting or re- 
stricting the liquor business. The court 
deemed the initiatives to be legislation 
within the meaning of the regulations, 
since their approval by the electorate 
would have been tantamount to enact- 
ment. The taxpayers’ lament that these 
regulations violated the Code provision 
allowing deduction for ordinary and 
necessary business expenses was re- 
jected even though taxpayers would 
have to go out of business if the initia- 
tives were not defeated. The 1954 
Code proposed regulations (Regs. Sec. 
1.162-15) also provide that expenses 
to influence legislation are nonde- 
ductible. Generally, penalties for late 
payment of taxes are nondeductible. 
This doctrine was relaxed by the Cir- 
cuit Court which in the case of Key- 
stone Metal v. Comm., 3 AFTR 2d 
765, CA-3, reversed the Tax Court 
and permitted a business deduction for 
statutory penalties for late payment of 
mercantile taxes where the delay in 
payment was a necessary step in test- 
ing liability for the tax. The Govern- 
ment’s contention that the allowance 
would frustrate local public policy was 
deemed unwarranted. 

A compromised claim of the State 
Tax Commission for New York unin- 
corporated business tax due from a de- 
funct partnership was paid by the tax- 
payer. Under New York law the tax 
is a joint and several liability of all the 
partners. The court denied a deduc- 
tion for that portion of the tax deemed 
allocable to the former partners, where 
taxpayer's payment in full was volun- 
tary, and he had renounced his rights 
to contribution by the other former 


partners. (Farnsworth v. Comm., 4 
AFTR 2d 5624, CA-3.) 

Taxpayers incurred expenses, includ- 
ing travel around the world, in com- 
piling a book which they unsuccess- 
fully tried to publish. None of the 
expenses were deductible since tax- 
payers’ efforts were not incurred in a 
trade or business within the meaning 
of Section 162(a). (Wright, 31 TC 
131.) 

A 1954 repayment of income (in- 
sider’s profits enjoyed by corporate 
president on sale of stock and repay- 
able to corporation under SEC re- 
quirements) received in 1950 did not 
justify reopening 1950 returns. The 
deduction was allowable only in 1954. 
(Walet, Jr., 31 TC 47.) The rule was 
also applied in Gordon Phillips v. 
Comm., 3 AFTR 2d 489, CA-9. Tax- 
payer by court decree repaid proceeds 
of stock sale. The court held that the 
deduction was permitted only in year 
repaid even though taxpayer received 
no tax benefit in that year. However, 
a voluntary repayment of income which 
taxpayer was absolutely entitled to re- 
tain but in a subsequent year volun- 
tarily agreed to return, was not per- 
mitted as an ordinary and necessary 
business expense deduction in either 
year. Here the court said the “claim 
of right” rule did not apply. (Grand- 
view Mines, 32 TC 65.) 


ESTIMATED TAX AND PAY AS YOU GO 


Penalties under the 1939 Code were 
considered by the Supreme Court in 
Comm. v. Acker, 4 AFTR 2d 5778 
(176 F. Supp. 760). The 1939 Code 
penalty for substantial underestimate 
of estimated tax was not imposed 
where taxpayer failed to file a decla- 
ration and the taxpayer was liable 
for the penalty for failure to file. In 
effect the court said that failure to file 
and failure to pay subject the taxpayer 
to one but not two penalties. Previous 
to this Supreme Court decision, the 
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Tax Court and District Courts holding 
for the Commissioner imposed at the 
same time penalties for both failure to 
file and for substantial underestimates. 
Now both under the 1939 and 1954 
codes only one penalty is imposed, 
though for different reasons. 1939 
penalties are for failure to file. The 
1954 Code penalizes an underpayment 
rather than failure to file (see Section 
6654). However, the Tax Court dis- 
tinguished Acker and imposed two 
penalties in the case of Harkins, 33 
TC 45, on the grounds that in Acker 
no declaration was filed while here a 
declaration was filed late. 


EXEMPT ORGANIZATIONS— 
LOSS OF STATUS AND DENIAL 
OF EXEMPTION 


Horace Heidt, the entertainer, or- 
ganized a foundation to help talented 
young people get into show business. 
Exemption was denied since under the 
“destination-of-income” test there were 
too frequent benefits personally to 
Mr. Heidt and the young people dis- 
covered and featured on his shows. 
(Horace Heidt Foundation v. U.S., 3 
AFTR 2d 809.) In another case the 
court took notice of the use of the 
ultimate “destination” test as having 
been adopted by certain circuits but 
chose to reject that test in favor of the 
tule which provides that “whether an 
organization is exempt is determined 
by its particular nature, the purposes 
for which it was organized and the 
activities which it actually carried on 
after its organization.” The court 
found that a social club’s chief activity 
Was promotion of regular public dances 
for profit which were then employed in 
speculative real estate for further profit 
and not for ascertainable substantial 
Civic projects. The court concluded 
that the organization failed to prove it 
Was exempt as a social club or civic 
organization not organized for profit 
and operated exclusively for the pro- 


motion of social welfare. (Club Gaona, 
Inc. v. U.S., 2 AFTR 2d 6108.) A 
debt-financed charitable foundation 
can use most of its income to repay 
loans incurred to buy investment realty. 
Such debt reductions are deemed to 
inure to the exclusive benefit of the 
foundation which was exclusively for 
charitable purposes. The exemption 
was permitted. (Shiffman Founda- 
tion, 32 TC 99.) 

EXCLUSIONS 

An important Circuit Court reversal 
of a lower court, involved the question 
of whether payments from a union to 
a striker are a gift or income. In 
Kaiser v. U.S., 3 AFTR 2d 375, CA-7, 
the Circuit Court held that the union’s 
assistance to a striking non-union 
member based on his need was consist- 
ent with charity and was a tax-exempt 
gift. This decision reverses a position 
maintained by the Service for many 
years (see Rev. Rul. 57-1 and O.D. 
55-2, CB 2, 1920) and has been ap- 
pealed to the Supreme Court. In John- 
son V. Wright, 4 AFTR 2d 5254, un- 
employment benefits from nonprofit 
corporation in excess of contributions 
of taxpayer-member were taxable in- 
come. 

Three recent cases split on the 
question of when “commissions” 
earned by a taxpayer on sales to 
himself were taxable income. In 
Ostheimer v. U.S., 3 AFTR 2d 
886, CA-3, the court upheld TD 2137 
(1915) and ruled that the commis- 
sions retained by a life insurance agent 
on his own policy and policies paid 
by him on his children, employees and 
partner were all income. But in Min- 
zer, 31 TC 115, a different result was 
reached in a case involving commis- 
sions received by a broker on policies 
on his own life. The court limited TD 
2137 to its facts, ie., transactions 
where a relationship of employer and 
employee existed. The label commis- 
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sion was not employed to create in- 
come where none was intended. In 
Doehler, 31 TC 73, a “commission” 
paid by a real estate brokerage firm 
to its salesman on property purchased 
by the salesman personally, through 
his employer’s facilities, from another 
broker was deemed a reduction in the 
purchase price rather than income. A 
circuitous route to purchase an item 
at a bargain price was not the equiva- 
lent of compensation for services ren- 
dered. 

Under the 1939 Code, an employ- 
er’s payments to the widow of a de- 
ceased employee when made voluntar- 
ily were consistently labeled gifts. 
(Bounds v. U.S., 3 AFTR 2d 389, 
CA-4.) Tax practitioners have won- 
dered whether the 1954 Code rules 
would be the same, or if only $5,000 
would be tax free. (Section 101(b) 
says that amounts received from an 
employer on account of an employee’s 
death shall be excludable up _ to 
$5,000.) In the first 1954 Code case 
on the point, Reed v. U.S., 3 AFTR 
2d 719, $37,500 paid in 1956 to a 
widow was fully tax free. Section 
101(b) was not interpreted to limit 
tax-free treatment of gifts otherwise 
available under Section 102. If a gift 
is intended whether or not paid by 
reason of an employee’s death, it is 
still tax exempt in full. Death pay- 
ments which are not gifts would be ex- 
cludable under Section 101(b) up to 
$5,000. Furthermore, a payment 
though tax-free is deductible by the 
employer even if not made under Sec- 
tion 101(b) if the payor’s intent was 
to compensate for past services and 
resulted from the existence of a moral 
obligation. Also payments based on the 
recipient’s need would be tax deduct- 
ible if reasonable in amount and paid 
for a limited period. (5th Ave. Coach, 
31 TC 111.) 

Taxpayer, president of an iron 
company gave the president of a chem- 
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ical sales company names of prospec- 
tive customers. This resulted in the 
chemical company president insisting 
on giving taxpayer a Cadillac as qa 
gift. The donative intent at time of 
gift could not be subsequently changed 
by the donor’s later decision to deduct 
the Cadillac as a “finder’s fee expense.” 
(Mose Duberstein v. Comm., 3 AFTR 
2d 1128, CA-6.) This case is on 
appeal to the Supreme Court. 

A New York City high school 
teacher volunteered to do extra work 
during his normal summer vacation 
period. While so engaged he became 
ill and was hospitalized. The ques- 
tion involved was whether or not 
amounts paid as part of his annual 
wage were for periods while taxpayer 
was absent from work so as to entitle 
the taxpayer to a sick-pay exclusion. 
The court determined that this period 
was not a working period within the 
meaning of the statute apparently be- 
cause the Board of Education did not 
charge him with sick leave and thus 
evidently did not consider the taxpayer 
to be at work. Thus there could be 
no absence from work during a non- 
work period. (Weinroth, 33 TC 7.) 

Section 91 la provides that gross in- 
come does not include amounts earned 
by nonresident citizens “from sources 
without the United States, except 
amounts paid by the United States or 
any agency thereof.” The court in 
George Erlandson, TC Memo 1958- 
218, interpreted this section and denied 
an exclusion to a sailor on a ship 
owned by the U. S. Government but 
operated by a private firm under a 
general agency contract, in Asiatic 
waters. The private employer was con- 
strued by this court to be an agency of 
the U. S. within the meaning of the 
statute. 


INSTALLMENT AND DEFERRED 
PAYMENT SALES 


Taxpayer’s original return for 1955 
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omitted the sale of a skating rink on 
the installment basis and payments 
received that year. Apparently, tax- 
payer was initially advised to defer 
reporting until cost basis was first re- 
covered. Taxpayer could not amend 
the original returns and elect the in- 
stallment method subsequent to filing 
since the option to use the installment 
basis must be timely exercised when 
the original return was filed. (W. A. 
Ireland, 32 TC 89.) 


INDIVIDUALS—-EXEMPTIONS 


Although home owners may claim 
dependency exemptions for unrelated 
persons who, during taxpayers’ entire 
tax year were residing in their home, 
the reverse is not true. See Bombarger, 
31 TC 48, where a tenant who sup- 
ported an unrelated landlord unsuc- 
cessfully sought the coveted exemp- 
tion deduction. Furthermore, the de- 
pendent must be a member of tax- 
payer’s household for taxpayer’s entire 
taxable year (except for temporary ab- 
sences due to special circumstances). 
A child living with taxpayer from 
February 11 to December 31, 1955 
and adopted the following year is not 
an exemption on the 1955 return. 
(A. W. McMillan, 31 TC 116.) How- 
ever on September 23, 1959 a law was 
enacted which allows a dependency 
exemption for a child who is a mem- 
ber of taxpayer’s household even 
though the residency is not during the 
entire taxable year, if the child is 
placed with the taxpayer for legal 
adoption by an authorized placement 
agency. (Public Law 86-376.) 


LIQUIDATIONS AND DIVIDENDS 


In an interesting case involving the 
technical requirements of the one- 
month liquidation provisions of the 
Code (Section 333), an electing cor- 
poration attempted to dissaffirm its 
prior election on the ground of legal 
mistake. Apparently the tax advisor 
for the firm misled the stockholders 


into thinking no gain or loss would be 
recognized until the property distrib- 
uted was ultimately sold. However, 
gain was substantially recognized be- 
cause of the existence of a substantial 
surplus. Disaffirmance was not per- 
mitted when the stockholders at- 
tempted to impeach their own sworn 
corporate resolutions filed at the time 
of election in order to establish that 
the plan was not filed within 30 days 
after adoption. However the court 
suggested that if the corporation was 
in fact, prior to the date of the pur- 
ported minutes adopting the plan of 
liquidation, actually in process of a 
formal dissolution under state law, 
then this earlier date would commence 
the 30-day period within which the 
stockholders must file an election in 
order to comply with the requirements 
of the statute. (Shull v. Comm., 4 
AFTR 2d 5740, CA-4.) 


In Decker, 32 TC 32, stockholders 
by mutual agreement obligated them- 
selves to buy the stock of a deceased. 
This was done, but immediately after 
acquisition the purchasing stockholder 
resold the stock to the corporation for 
the same price. Some of the repur- 
chased stock was then gradually resold 
to corporate employees. In Schalk, 32 
TC 76, the stockholders were also 
obliged to buy stock of a deceased; 
however here the corporation directly 
redeemed the stock. The court in 
Decker applied the rule of Halsey, 2 
AFTR 2d 5660, CA-3, and decided 
that no dividend resulted just because 
the later purchase by the corporation 
increased the stockholders’ proportion- 
ate interests. But, in Schalk the rule of 
Wall v. Comm., 36 AFTR 423, was 
applied, and since here the corporation 
discharged and satisfied the stock- 
holders’ obligation to pay for the stock, 
they were considered as having re- 
ceived a taxable dividend. 

A parent corporation merged its 
subsidiary whereupon the Tax Court 
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required that the basis of the acquired 
assets be the same after merger as it 
was before. The Circuit Court re- 
versed and permitted the parent to use 
the cost of the former subsidiaries’ 
stock as the basis for the assets since 
the parent’s purpose in the acquisition 
and merger was to only acquire the use 
of assets. Substance governed over 
form and no independent significance 
attaches to each step in the multiple 
step transaction. (Georgia Pacific v. 
U. S., 3 AFTR 2d 778.) In U. S. v 
Mattison, 4 AFTR 2d 5844, CA-9, 
the taxpayer bought stock of a com- 
pany with the intent of acquiring its 
operating assets and disposing of them 
to another purchaser. He sold part of 
the assets in 1952 and caused the 
corporate cash to be distributed to him 
personally in 1953. He reported gain 
as if he had received partial liquidating 
dividends in each year. This court also 
applied the Kimbell-Diamond doctrine 
and treated the acquisition of stock as 
an outright purchase of the assets in 
1952 and apportioned the purchase 
price amongst all the assets. This re- 
sulted in all gain being taxed in 1952. 

A corporate president applied for 
insurance on his life and named the 
corporation as beneficiary. The corpo- 
ration later became owner of the policy 
and named taxpayer, a stockholder, as 
a beneficiary. The proceeds were paid 
directly by the insurer to the taxpayer. 
The proceeds were not a distribution 
of corporate dividends because al- 
though the corporation owned the pol- 
icy, the beneficiary’s interest in the 
proceeds became vested at death and 
was not a corporate asset. Further- 
more, the proceeds were deemed ex- 
cludable income to the beneficiary. 
(Ducros v. Comm., 4 AFTR = 2d 
5856, CA-6.) 


LANDLORDS AND TENANTS 


Is a payment for rights to use pre- 
mises ordinary income or capital 


gain? Metropolitan Bldg. Co., 31 TC 
95, was an interesting interpretation 
of the question. Taxpayer was a ten- 
ant who in turn sublet the demised 
premises. In 1952 one of the sub- 
tenants paid taxpayer an amount in 
consideration of taxpayer transferring 
that portion of the leased premises 
used by the sub-tenant back to the 
prime landlord who in turn entered 
into a new lease directly with tax- 
payer’s former sub-tenant. The pay- 
ment to taxpayer was deemed ordinary 
income. However amounts received 
for a subsequent transfer by taxpayer 
of its rights to occupy and sublet the 
remaining portion of the premises to 
an outsider third party, were afforded 
capital gain treatment. The payments 
by the subtenant to the sublessor were 
construed as accelerated rental income, 
whereas the payments from the out- 
sider were treated as being in ex- 
change for the sublessor’s rights to use 
the premises. 

A New York landlord feared that 
because of rent control laws he would 
have trouble in getting tenants to va- 
cate in time to permit demolition of 
the building by a new tenant who was 
granted a new long-term lease. To 
preclude lawsuits the former tenants 
were given concessions such as rent- 
free occupancy for limited periods 
and cash to get new apartments. The 
court held that the rents were con- 
structively received income and could 
not be excluded by the landlord and 
the cash outlays could not be currently 
deducted but had to be capitalized. 
Amortization was required over the 
period of the new lease. Earlier cases 
had permitted amortization over the 
shorter period of the old lease. (Mil- 
ler, 10 BTA 383 and Wells Fargo, 36 
AFTR 53.) 


LUMP-SUM COMPENSATION 


In Faul v. Comm., 3 AFTR 2d 
748, CA-9, an informer’s award paid 
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by the Treasury Department was de- 
nied the advantage of lump-sum 
spread-back provisions, since the tax- 
payer was not deemed an employee of 
the Treasury during the period he 
gathered his information. Likewise a 
trustee is not an employee entitled to 
spread-back lump-sum commissions. 
(Schofield v. Comm., 3 AFTR 2d 
1054, CA-6.) 
MEDICAL EXPENSES 

Residents of Hawaii became ill 
while on vacation in Italy and were 
flown to a hospital in San Francisco 
for treatment. The court in Meister, 
TC Memo 1959-202, permitted a de- 
duction for the excess of the cost of 
air travel over the cost of the intended 
return trip by boat. However, the loss 
incurred on the forced sale of an auto 
due to change in plan to travel by 
plane rather than by boat was not de- 
ductible as a medical expense. In 
Stanley Winderman, 32 TC 114, a 
California resident was permitted a 
medical deduction for round-trip tra- 
vel to consult the family physician in 
New York. The social and recrea- 
tional activities attendant to the trip 
were considered minor and distinctly 
secondary to his medical visits. A 
New Jersey resident was permitted a 
medical deduction for travel expenses 
to Florida and for individual housing 
expenses in Florida where taxpayer, 
a hyperkinetic person who had also 
suffered recurrent mycocardial infrac- 
tions, acted on advice of his physician 
to spend the winter months in a warm 
climate. (Bilder, 33 TC 17.) In 
Thoene, 33 TC 8, a medical expense 
deduction was denied for cost of danc- 
ing lessons even though they were 
recommended by a physician to cor- 
rect post-operative abdominal weak- 
ness and a psychiatrist urged the les- 
sons as beneficial in the treatment of 
a nervous condition. Many insurance 
policies indemnify for accidental loss 
of bodily function and at the same 


time provide for reimbursement of 
medical expenses. The Government 
and Tax Court have contended that 
premiums on such policies must be 
prorated and a medical expense de- 
duction is limited to that portion of 
the premium which is attributable to 
the medical expense reimbursement 
part of the policy. In Heard v. Comm., 
4 AFTR 2d 5325, the Third Circuit 
reversed the Commissioner and per- 
mitted a deduction in full for the entire 
premium. 


PENSION AND PROFIT-SHARING 


Payments under Section 404a for 
contributions to pension or profit- 
sharing trusts are deductible by the 
corporation. Where the property has 
appreciated in value over its basis the 
employee’s deduction is the higher 
fair market value (subject to the limi- 
tations of Section 404a) and no capital 
gain tax is due on the increment which 
effectively escapes taxation completely. 
(General Shoe Corp. v. U. S.,3 AFTR 
2d 433.) The court in Russell Mfg. 
Co. v. U. S., Court of Claims 4 AFTR 
2d 5167, would not permit a current 
deduction for contributions to a non- 
qualified profit-sharing trust. How- 
ever, the regulations to the contrary, 
a deduction was permitted for amounts 
actually paid by the trust in the year 
of such disbursement on the theory 
that Section 404 permits deduction in 
the taxable year when paid for non- 
forfeitable deferred compensation pay- 
ments. A similarly situated taxpayer 
was however denied the deduction in 
Wesley Heat Treating v. Comm., 3 
AFTR 2d 1674, CA-7, on the theory 
that an accrual-basis taxpayer can 
take deductions, if at all, only in year 
of actual accrual rather than the later 
year of payment. 


PROCEDURE, PENALTIES 
AND PRIORITIES 

When you owe income tax the gov- 
ernment cannot utilize assessment and 
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collection procedures without _ first 
sending a deficiency notice, commonly 
known as a 90-day letter. This con- 
dition precedent was deemed necessary 
to also collect 1954 Code “addi- 
tions” to tax. The court in Granquist 
v. Hackleman, 3 AFTR 2d 729, CA-9, 
noted that under Section 6659(b) a 
taxpayer is entitled to notice and pre- 
payment review in the Tax Court on 
proposed additions to tax, i.e., penalties 
for late filing of returns. In so hold- 
ing, Regulations Section 301.6659-1 
was void to the extent that it provided 
that additions to tax for late filing may 
be assessed and collected without de- 
ficiency procedures. (See also Straw- 
berry Hill Press, Inc. v. Scanlon, 3 
AFTR 2d 1015, affd. 5 AFTR 2d 304, 
CA-2.) In Enochs v. Muse, 4 AFTR 
2d 5524, CA-5, an assessment based 
on underpayment of estimated tax was 
also deemed void where the Commis- 
sioner failed to first issue a 90-day 
deficiency letter before commencing 
collection proceedings. However, a 
deficiency letter was not a required 
condition precedent to assessment and 
collection for unpaid payroll taxes out 
of property of a majority stockholder 
of a defunct corporation. (Enochs v. 
Green, 4 AFTR 2d 5517, CA-5.) 

A wife filed a joint return with her 
husband and in the year following 
filing of return she received assets 
from his estate. The husband owed 
income taxes for the year for which 
the joint return was filed. Was the 
widow’s liability that of a taxpayer 
primarily obligated to pay a tax, or as 
a transferee of property of another 
taxpayer? The distinction is import- 
ant because the statute of limitations 
applicable to a transferee would be of 
longer duration than the statute appli- 
cable to one primarily liable for tax. 
The court, calling this the first case 
on the subject, concluded that a jointly 
liable taxpayer is a primarily liable tax- 
payer even though such taxpayer, be- 
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fore the earlier statute of limitations 
expires, in addition becomes a trans- 
feree by reason of a will. (Floersch 
v. U. §., 3 AFTR 2d 1002.) 

Section 6331 authorizes the Gov- 
ernment to levy upon all property and 
rights to property of a delinquent tax- 
payer. Under Section 6332 a person 
obligated with respect to property 
levied upon, who fails to surrender 
property to the U. S., is personally 
liable. The Supreme Court in apply- 
ing these sections held the State Audi- 
tor of West Virginia liable for levied- 
upon amounts paid state employees in 
disregard of the Internal Revenue’s 
notice of tax levy. (Edgar Sims v. 
U. S., 359 U.S. 108, 3 AFTR 2d 966.) 
In Hoye v. U. S., 3 AFTR 2d 1288, 
a city controller however was not held 
liable under Section 6332 where his 
opposition was motivated by a desire 
to test the applicability of a California 
State statute and to secure a judicial 
determination in an area of official 
conduct. Here, unlike the Sims case, 
the funds were retained and not paid 
out pending a judicial determination 
as to how the official should act. 

State law generally provides that 
the personal representative of an estate, 
acting in good faith and not guilty of 
fraud and gross negligence in connec- 
tion with the operation of a decedent's 
business pursuant to court order, is not 
chargeable with losses flowing there- 
from. In Estate of Dwyer v. U. S., 3 
AFTR 2d 1025, the lower court was 
reversed and the appellate court held 
that this rule though applicable to 
general creditors is not applicable to 
the U. S. in connection with payroll 
taxes required to be withheld, and the 
failure of the administratrix to with- 
hold these trust amounts made her 
personally liable to the U. S. 

In U. S. v. Embassy Restaurant, 
Inc., 359 U. S. 29, 3 AFTR 2d 881, 
a bankrupt employer owed contribu- 
tions to a union welfare fund under 
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an agreement calling for payment of 
fixed monthly sums to the trustees of 


| the fund for each employee regardless 


of his wages. The purpose of the fund 
was to maintain life insurance, hospi- 
tal and sick benefits. Under the bank- 
ruptcy act wages due to workmen are 
preferred in point of payment over 
federal tax claims. The Supreme Court, 
reversing the lower courts, ruled that 
only obligations to employees enjoy 
the favorable wage treatment and the 
liability to the trustees cannot be called 
wages. 


RELATED TAXPAYERS 


Two brothers leased property to 
their controlled corporation. Antici- 
pating that the Treasury would chal- 
lenge the corporate rent deduction, an 
agreement was made whereby the land- 
lords reimbursed the tenant for rent 
disallowed as a business expense de- 
duction. The repayment of the pre- 
viously reported rental income was 
deductible in the year repaid. (Reuben 
Simon v. U. S., 3 AFTR 2d 1452.) 
The rules of substance over form were 
applied by courts more frequently and 
in new areas to related taxpayers. 
Generally, improvements by a lessee 
on property of landlord are not income 
to the landlord. But in Jaegar Motor 
Car Co., TC memo 1958-223, the 
improvements were deemed dividend 
income to landlord when made. Here 
the tenant was a corporation controlled 
by the landlord-shareholder and the 
lease was terminable by either party 
upon proper notice. 

Uncontroverted evidence of book 
entries can be used to overcome the 
burden related entities have to estab- 
lish a bona fide transaction. Taxpayer 
contracted to buy goods from his con- 
trolled corporation at cost plus seven 
percent. Both sets of books clearly 
teflected the execution of this contract. 
When taxpayer failed to sell the goods 
he purchased from the controlled cor- 


poration, he was permitted a deduction 
for the loss. (Gordon v. Comm., 4 
AFTR 2d 5044, CA-3, reversing the 
Tax Court, 58-168 PH TC memo. ) If 
a “business purpose” can be found, a 
deduction will not be disallowed be- 
tween related taxpayers. Thus, in 
Neugass v. U. S., 3 AFTR 2d 773, 
a 98-percent stockholder was permitted 
capital gain for payments on the ex- 
clusive license of a patent to the cor- 
poration. The business reason here 
was that the license gave the corpo- 
ration a right to sell devices which 
otherwise it could not, and the five- 
percent royalty payment was found to 
be reasonable. 

An interesting application of sub- 
stance over form was State Adams 
Corp., 32 TC 36. To obviate devo- 
lution of title difficulties, a corpo- 
ration held title to a downtown par- 
cel which was net-leased to a 
department store. The rental income 
was not taxable to the corporation 
(i.e., the legal owner) but directly to 
the stockholders (i.e., the beneficial 
owners) since the sole function of 
holding title was not a sufficient func- 
tioning to impute income to a corpo- 
ration. 


REPLACEMENT OF RESIDENCE 


In a significant interpretation of the 
statute permitting nonrecognition of 
the gain on the sale of a residence 
when replaced by taxpayer, the court 
in Bogley v. Comm., 3 AFTR 2d 683, 
CA-4, by reversing the Tax Court 
permitted the application of the bene- 
fits of the statute to a split-sale situa- 
tion. Taxpayer purchased a new resi- 
dence in 1950 and sold the old resi- 
dence and three of thirteen surround- 
ing acres in 1950. In 1951 it sold the 
remaining ten acres. No part of the 
1950 or 1951 gains was recognized. 


SALE VS. LEASE 


Rental payments under a lease with 
option by lessee to purchase and apply 
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rents against purchase price are nor- 
mally deemed rental income to recipi- 
ent. (Earl L. Lester, 32 TC 60; Har- 
rah, 30 TC 130.) After a 68-year 
lease at $10,000 a year, title was to 
be conveyed to taxpayer. Payments 
were construed as purchase price pay- 
ments and not deductible as rent. The 
court refused to permit any portion of 
the price to be allocated as rent; how- 
ever, it suggested that the Tax Court 
might find that part of the payment 
could be construed as payment of 
interest and the remainder would be 
principal. (Wilshire Holding Corp. v. 
Comm., 3 AFTR 2d 388, CA-9.) 
Upon being remanded to it, the Tax 
Court did determine how each pay- 
ment would be divided between in- 
terest and principal. (TC Docket 
#32954.) 

In Jordan Marsh Co., 4 AFTR 
5341, CA-2, a department store sold 
real property used in business and 
leased it back under a 30-year lease 
with an option to renew for 30 more. 
The sales price was the fair market 
value and the transaction was not 
between related taxpayers. Reversing 
the Tax Court this circuit distinguished 
the Century Electric case (41 AFTR 
205) and refused to find that the con- 
tinued use of the property made this 
transaction a “like kind” exchange on 
which no gain or loss is recognized. 
In Century Electric there was no find- 
ing as here that the taxpayer received 
full value for the property and paid a 
fair rental on the lease back. The loss 
on the bona fide sale was therefore 
permitted. 


TRAVEL AND ENTERTAINMENT 
EXPENSES 

In Crowther v. Comm., 4 AFTR 
2d 5295, CA-9, the Ninth Circuit by 
reversing the Tax Court permitted a 
logger a deduction for all his auto 
costs of getting to a job site remote 
from his home. Taxpayer used his 
car to travel to sites to cut logs. He 


supplied all tools and transported them 
for repair and to new sites since there 
was no public transportation available, 
The duration of the job was tempo- 
rary, being determined by employer 
in advance, so the Commissioner’s 
contention that taxpayer’s tax home 
was the various sites where he worked 
was rejected. However, in Teague vy. 
Riddell, 4 AFTR 2d 5190, a musician 
was denied an auto expense deductior 
even for the cost of carrying his base 
violin from job to home to next job. 
In Carlson v. Wright, 4 AFTR 2d 
5703, a non-itinerant electrician en- 
gaged in construction work resided 
near the permanent business office of 
his union. He was sent by the union 
to do work for different employers in 
different areas. He deducted six cents 
a mile for 23,155 miles as travel ex- 
pense. The court noted that expenses 
of traveling from home and business 
in the same city or area is commuting 
and travel expenses which could be 
avoided by residing as near as possible 
to major place of business activity are 
likewise nondeductible. However where, 
as here, taxpayer was employed tempo- 
rarily at locations outside of the area 
where he resided and the jobs were 
on A.E.C, sites where it was a practi- 
cal impossibility for taxpayer to reside 
closer than 55 miles from the job site, 
then such unavoidable travel is re- 
garded as required by the exigencies 
of taxpayer’s trade and is deductible 
to the extent of the distance from the 
nearest place of habitation to the actual 
job site. 


The convenience-of-employer test 
was expanded to include an exclusion 
for food and lodging supplied em- 
ployee by employer, even though the 
employee was not- required to live at 
the work site, but due to weather con- 
ditions as a practical matter there 
was no place else to live. (Stone, 
32 TC 93.) Taxpayer-employee was 
required to incur extended travel and 
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generous entertainment expenses by 
his employer. He could have obtained 
reimbursement from his employer but 
was reluctant to submit his substantial 
expense accounts to his employer. The 
Tax Court upheld the Commissioner 
in denying deductions for amounts for 
which taxpayer could have obtained 
reimbursement, on the theory that the 
expenditures were deductions of the 
employer and an employee could not 
convert them to personal deductions. 
(Marvin A. Heidt, TC memo 59031; 
Earl M. Coplon, TC memo 59034.) 
This rule, that reimbursable expenses 
not reimbursed by the employer are 
not deductible, was also applied to 
transportation expenses of an Inter- 
nal Revenue agent who was obliged 
to drive his own car but failed to re- 
quest reimbursements. (Rogers, TC 
memo 1959-192.) A homeless per- 
son having no permanent home or 
headquarters and who served several 
manufacturers in different states was 
denied deductions for “travel away 
from home” expenses. (James v. U. S., 
4 AFTR 2d 5214.) 


A series of Tax Court cases involved 
aircraft company employees who took 
travel expense deductions for employer 
reimbursed expenses while assigned to 
testing new aircraft at Edwards Air 
Force Base. The court ruled that tax- 
payer’s employment must be “tempo- 
rary” rather than “indefinite” to per- 
mit a deduction for travel away from 
home. The employees had been as- 
signed through a series of renewed 
travel orders and the court held that 
termination could not be foreseen with- 
in a fixed or reasonably short period 
and that the air base and not employ- 
er’s principal plant was headquarters 
and principal place of duty, and ex- 
penses were not “while away from 
home,” but these sums were additional 
nondeductible personal living expenses. 
(John J. Harvey, 32 TC 135; Walker 
T. Kent, TC memo 1959-193; Harvey 


R. Huber, TC memo 1959-194; G. R. 
Hendricks, TC memo 1959-195; J. 
Hendrix, TC memo 1959-196.) 


U. S. BONDS 


Several cases involved taxpayers 
who by nominal cash payments pur- 
chased substantial amounts of treasury 
bonds. This was accomplished by 
borrowing the required sums simul- 
taneously with the purchase of the 
bonds which were pledged as collateral. 
To pay the loans back the bonds were 
allegedly resold. The overall effect of 
these transactions was an interest “ex- 
pense” to the taxpayer several times 
greater than the actual out-of-pocket 
cash expenditure. The courts held that 
the transactions had no business pur- 
pose but were merely to reduce taxes. 
(Goodstein v. Comm., 3 AFTR 2d 
1500 CA-1; Lynch, 31 TC 98; 
Broome, 3 AFTR 2d 829.) Further- 
more, in Goodstein the court stated 
that even though these transactions had 
been approved previously by the 
Treasury Department in a letter ruling 
to another taxpayer it was not binding 
on the Treasury nor applicable to the 
present taxpayers. 


Certain treasury bonds owned by 
decedent at time of death and included 
in gross estate may be redeemed at 
par value toward payment of the fed- 
eral estate tax. What is the value of 
these bonds for estate tax purposes? 
The Treasury says the value of any 
bonds which may be applied at par 
to pay estate taxes is the higher of 
par or market value at time of death. 
However, the court in Bankers Trust 
Co. v. U. S., 4 AFTR 2d 141303, re- 
jected the Treasury ruling and held that 
only the bonds actually applied toward 
payment of tax need be valued at 
higher value which here was the mar- 
ket value, while the remaining bonds 
were to be valued at fair market values 
only. 
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Accounting for 


Architectural Firms 


By H. S. WitTNER, CPA 


A\ rchitects are essentially artists. In 
this area they function as creators of 
basic and decorative building forms. 
Actual building is carried on by con- 
struction contractors; architects do 
not carry on actual construction work. 
The concepts developed by architects 
are presented graphically in the shape 
of plans — technical drawings from 
which builders read what they are to 
build. Frequently a portrayal in ordi- 
nary picture form is also made to con- 
vey the ordinary image of a completed 
structure to its owner who usually 
cannot visualize it from plans. 

Architectural designs involve ques- 
tions of physical construction. Al- 
ways, the architectural designer must 
be conscious of construction methods 
and engineering limitations. Inevita- 
ably this leads to the need for con- 
struction specialists who are part of 
the architectural organization. In 
many cases, outside professional en- 
gineering firms are engaged. 

The nature of building materials 
and types of construction details also 
become a part of the architectural 
office framework. The materials and 
methods to be used are determined 





H. S. WITTNER, CPA, a member of 
our Society, is the author of Executive’s 
Guide to Accounting and a contributing 
author to the Encyclopedia of Accounting 
Systems. Mr. Wittner is engaged in the 
practice of public accounting. 


within the architectural organization 
(always, of course, to the satisfaction 
of the building owner) and all mate- 
rials and methods to be used are writ- 
ten out by architectural experts. This 
written material is known as archi- 
tects’ “specifications.” They are often 
quite massive. The specifications sup- 
plement the architectural drawings 
and they take a position equal in im- 
portance to the drawings. During con- 
struction the contractor to whom the 
owner awards the building contract, 
binds himself as much to the specifi- 
cations as to the drawings. 

Another very important function 
grows out of the architects’ design 
activities. As the authors of design 
and methods, architects have tradi- 
tionally gravitated into a position of 
unquestionable authority over build- 
ers. Almost invariably, regardless of 
size, the complexities of a structure 
involve occasional need for interpret- 
ing drawings or specifications (in 
which there are sometimes contradic- 
tions) and an appropriate authority 
must be accepted for settling all 
points of difference. Architects be- 
come the arbiters over any open 
questions and over general supervi- 
sion of construction. Builders bind 
themselves to submit to architectural 
superintendence and to abide by ar- 
chitects’ decisions. Therefore, in ad- 
dition to their creative functions, 
architects supervise and direct con- 


268 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT APRIL 1960 





stru 
buil 
hole 
tor’ 


gen 
any 
con 
own 
stru 
and 
deal 
whe 
are 


orge 
thre 
seq! 
expr 
busi 
equ 
Cory 
kno 
part 
law, 
cou! 
Arc 
pert 
usu; 
licey 


scril 
bety 
whe 
tue 

autl 
rela 
gror 
arcl 
eng: 
the 

tect 
of s 
is ¢ 
bet 


THE 


trac 
and 





struction activities throughout all 
building stages and give (or with- 
hold) formal approval of a contrac- 
tor’s requests for periodic payments. 

Added to the foregoing are the 
general business functions existing in 
any enterprise. Architects arrange 
contracts between themselves and 
owners and between owners and con- 
struction companies. Such activities 
and all accounting, billing, financial 
dealings with contractors and the 
whole area of general business work 
are delegated to a business manager. 

The structure of an architectural 
organization calls for heads over the 
three main activities described. Con- 
sequently, the key men are a design 
expert, a construction expert, and a 
business manager who is_ roughly 
equivalent to the comptroller in a 
corporation. This very commonly 
known combination operates as a 
partnership both by custom and by 
law. Legal requirements are, of 
course, laid down by individual states. 
Architects are not, as a general rule, 
permitted to incorporate and they are 
usually required to register for state 
licenses. 

The architectural functions de- 
scribed create a service relationship 
between architects and project owners 
who engage them. Moreover, by vir- 
tue of the architects’ recognized 
authority over builders, the architects’ 
relationship with the owner has tacitly 
grown to include a quasi-agency tie; 
architects are regarded by all who are 
engaged on a project as representing 
the interests of the owner. The archi- 
tect-owner relationship, with details 
of services and terms of compensation, 
is embodied in a formal agreement 
between owner and architect. 


THE ARCHITECTS’ CONTRACT 


There are two general types of con- 
tracts widely used between architects 
and owners. (Standard contract forms 


are obtainable from organizations of 
the architectural profession.) One of 
these types simply allows a percentage 
of construction cost as the architect’s 
compensation. If, as in this type of 
contract, no further compensation is 
stipulated, the rate frequently runs 
from 10 to 12 percent. Rates of com- 
pensation are, however, subject to 
negotiation in each case, sometimes 
dropping with a higher construction 
cost, or the reverse. 

A variation of this type of contract 
allows architects’ reimbursement for 
certain stated expenses (generally 
traveling expenses, blueprints and 
engineering expense) in addition to 
the percentage of construction cost. 
In such cases the percentage is usually 
identified as the “basic rate” and the 
additional recoveries are “reimburse- 
ments.” The “basic rate” in this type 
of contract tends to be lower than the 
percentage used in a contract allowing 
no “reimbursements,” often ranging 
from 6 to 8 percent. 

The second type of contract allows 
architects an agreed sum in dollars 
plus all costs incurred by the architect. 
The contract defines the costs in some 
detail and they cover an area much 
wider than the “reimbursements” in 
the type of contract first described, 
including most ordinary expenses and 
overhead. This type of contract is a 
true “cost plus” arrangement as it is 
ordinarily understood. It is important 
to keep in mind that “costs” referred 
to here are costs borne by architects 
in conducting their professional work. 
Such costs are to be distinguished 
clearly from construction cost of 
structures, a cost which is borne by 
owners who are the architects’ clients. 
Construction cost is merely the basis 
for computing architects’ compensa- 
tion. 

As might be expected, the cost-plus 
contract is finding wide favor, par- 
ticularly during times of rising ex- 
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penses, when a stated sum or rate 
alone, can be oppressive. 

The cost-plus contract, like any 
other type, takes variations resulting 
from ordinary proposals and counter- 
proposals when contract proceedings 
are under consideration. Contracts 
can be found stipulating a base such 
as architects’ direct salary expense to 
which an overhead-and-profit element 
of as much as 150 percent of salaries 
is added and which is further increased 
by other direct job costs such as trav- 
eling expense, blueprint expense, en- 
gineering expense and perhaps other 
items. The grand total—job salaries, 
overhead and profit element, engineer- 
ing expense, etc.—constitute the archi- 
tects’ compensation under _ this 
arrangement. 

Payment of architects’ compensa- 
tion becomes due monthly under a 
cost-plus type of contract. Under a 
stipulated fee agreement, however, 
architects may collect 25 percent of 
their fee upon completion of prelimi- 
nary drawings (early designs for dis- 
cussion with owners), 50 percent on 
completion of working drawings and 
specifications and the remaining 25 
percent from time to time as the 
structure progresses. 


SOME INTRODUCTORY 
ACCOUNTING CONSIDERATIONS 


Regardless of the variations of cost- 
plus contracts, one certainty is appar- 
ent to the accountant. Job cost 
accounting becomes inescapable; an 
account must be maintained for each 
job showing the architect’s cost of 
the project. Closely correlated with 
job cost accounts are the questions 
of cash or accrual bases of accounting, 
and the treatment of partners’ time 
which often is devoted in part to 
specific jobs. Above all, the scientific 
allocation of overhead to each job 
requires the most careful effort. These 
points, and some of the individual 


accounts peculiar to architects’ ac. 
counting, are treated after the follow- 
ing brief discussion of the more 
general accounting features. 

Standard accounting — the usual 
general ledger and journals—applies 
for architectural firms much as jin 
other enterprises. (For a detailed 
accounting system for architects see 
Encyclopedia of Accounting Systems, 
Volume 1, 1956, Prentice-Hall, Inc.) 
Financial statements are prepared in 
the ordinary form for partnerships. 
A chart of accounts will include the 
titles generally seen in the ordinary 
commercial enterprise in addition to 
a few that are peculiar to this pro- 
fession. 


INCOME FROM SERVICES 


Income from Services is the chief 
account, similar to the commercial 
sales account. It calls for separate 
columnar treatment in the receipts 
journal (which is otherwise usually 
a brief and simple record). 

A question can occur concerning 
the composition of Income from Ser- 
vices. Where a contract, as previously 
discussed, provides compensation con- 
sisting of both a percentage fee plus 
recovery of specified costs, account- 
ants will naturally ponder over the 
handling of the recovered costs. Since 
cost recoveries are merely a variation 
in form of architects’ compensation, 
there is no contractual obligation or 
need to separate such recoveries from 
the fee element of income. Fee and 
recoveries are both, in fact, compen- 
sation for services. Bills rendered 
ordinarily read for “architectural 
services” thus blanketing fee and re- 
coveries under that description, 
though both elements are shown. 
Experience indicates that the single 
income account, Income from Ser- 
vices, serves very well for general 
accounting. 

For statistical use, accountants may 
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feel an urge to provide for some 
separation of fixed or percentage fees 
from expense recoveries. Such a sepa- 
ration can be achieved quite simply 
by columnar provision in receipts 
journals followed by posting either 
to separate accounts or to the single 
Income from Services account. Occa- 
sionally, the need does arise for deter- 
mining the amount of fee as distin- 
guished from expense recoveries on 
a given project, but on the whole very 
little gain is derived from an account- 
ing separation. Bills rendered in- 
variably show each element, or should, 
and the infrequent need for separation 
can be filled with little additional labor 
by reference to bills, in contrast to 
the continuous labor involved when 
separate classification is incorporated 
in the basic accounting records. 
Nevertheless, accountants would do 
well to bear in mind that architectural 
clients can be rugged individualists. 
It is quite possible that they will adopt 
special contract practices which tend 
to become fixed. Such special circum- 
stances can involve division of income 
accounts which may have to be 
adapted to suit. 


EXPENSE ACCOUNTING 


In the expense accounting for archi- 
tects there are several accounts which 
are peculiar to the profession. 

An account, Blueprints, is main- 
tained showing the cost of photo- 
graphically reproducing quantities of 
the architectural drawings. The ac- 
count is usually substantial in amount 
and is vital for billing purposes and 
cost accounting. 

The account, Engineers, is charged 
with fees paid to outside professional 
engineers. They are usually structural, 
electrical, plumbing and heating engi- 
neers. The account accumulates to 
very large sums. 

A related account, Special Consult- 
ants, is charged with fees paid to out- 


side professionals specializing in the 
field of equipment installations—large 
kitchens, furnishings and _ technical 
apparatus—and possibly other special- 
ists. Separation from the Engineers 
account is desirable because contract 
provisions frequently deal specifically 
with this cost. 

As a tfule, the foregoing expense 
accounts, though high in dollar vol- 
ume, do not involve very many indi- 
vidual transactions; hence, they do not 
warrant individual columns in dis- 
bursements journals. 


CASH OR ACCRUAL BASIS 


A nation-wide test survey made 
within recent years disclosed that the 
cash basis predominates in the ac- 
counting of architectural firms. Since 
only professional activities are in- 
volved, with no tangible goods or 
credit factors, the cash basis tendency 
is a natural one and in most offices 
it probably serves satisfactorily. 
Moreover, it must be admitted that 
the cash basis in this professional area 
lends itself, within natural and proper 
limits, to tax controls which may not 
be available with accrued accounts. 
However, if income and/or expenses 
fluctuate widely from year to year, 
the cash basis will not afford sound 
accounting and will not satisfy tax 
requirements calling for accurate 
reflection of income. 

Strangely, an entirely satisfactory 
result is not attainable even with the 
accrual basis when its use is other- 
wise imperative. While accruals for 
income and expense can easily be 
recorded, there is a major inventory 
factor that is rarely given notice and 
probably never applied. In the draft- 
ing rooms of architects’ offices there 
is normally a very substantial amount 
of work-in-process in the form of 
partially completed (and not ready 
for contractual billing) architectural 
drawings and specifications. A com- 
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plete accrual basis would not ignore 
this factor; yet it is ignored in prac- 
tice. The reasons for this omission 
are plain; the computation is so exten- 
sive and complex as to make it a prac- 
tical impossibility. Add this to the 
seeming incongruity of a work-in- 
process factor in a professional office, 
and it might then be said with con- 
siderable justification that this factor 
is ignored on the ground of traditional 
practice in the industry. 

In essence the conclusion as to ac- 
counting basis is that the cash basis 
is used if it does not distort the re- 
sults, but with modification by the 
inclusion of the usual accruals for 
depreciation and the like. Where cash 
basis is found inadequate, accrual basis 
should be installed though a defect 
such as omission of work-in-process 
may have to be tolerated. 


COST RECORDS 


Modern contract practices, such as 
cost-plus agreements between archi- 
tects and building owners, make cost 
accounting the very foundation of 
financial health. An outline of cost 
procedures and records is therefore 
of considerable interest. 

Basic direct and indirect cost prin- 
ciples govern in cost accounting for 
architects much the same as in other 
enterprises. The keystone of the cost 
system is a time sheet on which the 
staff enters time, most of which is 
direct job cost, the equivalent of di- 
rect labor in a manufacturing com- 
pany. From time sheets the costs 
flow into a direct salary journal where 
the salary costs are assembled to each 
project for total-posting to job cost 
ledgers. 

Direct costs other than salaries are 
similarly assembled in a direct ex- 
pense journal and total-posted to each 
job in the cost ledgers. 

Overhead is recorded for each job 
on the basis of the job’s direct salary 


cost by the use of a percentage equal 
to the ratio of total office overhead 
to total direct salaries. Overhead by 
projects is assembled in an overhead 
distribution journal and _total-posted 
to the job cost ledgers. This com- 
pletes the recording of individual 
project costs for the interim period, 
maintained on a monthly basis. 


JOB COST LEDGERS 


The job cost ledgers are of prime 
importance. They are the spring- 
boards that set income in motion, 
Billing stems from these ledgers and 
is practically impossible without them. 
They contain, in columnar form: 

Costs: 

Salaries 

Engineers 

Blueprints 

Traveling Expense 

Long Distance Telephone 
Sundry Direct Costs (Minor) 
Overhead 

Total Cost 


Income Record: 
Bills Rendered 
Collected 


A very serviceable, though only 
partial, tie-in with the general ledger 
accounting can be done monthly as 
to Direct Salaries and Other Direct 
Costs by running a tape of the charges 
to the individual ledger cost sheets 
and comparing the total with the cor- 
responding general ledger accounts. 


OVERHEAD IN ARCHITECTS’ OFFICES 


Standard overhead rates do not 
lend themselves for use in architects’ 
offices because overhead has been 
known to fluctuate from 50 percent 
of an adopted base to as much as 
300 percent. There are two widely 
used bases—direct salary amount and 
direct hours consumed. A_ nation- 
wide test survey conducted among 
architects within recent years indi- 
cated that the direct hour basis was 
being used slightly more often than 
the direct salary amount. 

The widespread use of the direct 
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hour, however, is questionable. It 
dominates slightly because it is easier 
to use and not because it is entirely 
sound. Experience indicates that the 
direct salary dollar as the basis for 
allocating overhead yields fairer re- 
sults. The reason is simple. Two 
architectural staff workers (known as 
drafttmen), for example, can devote 
an hour to each of two separate proj- 
ects; therefore, overhead on direct 
hour basis allocated to one project 
will be equal to the other. If, how- 
ever, one draftsman’s salary is $6 per 
hour and the other receives $3 it 
may be contended that overhead 
should be allocated 2:1 instead of 1:1 
on the hour basis. The idea is not 
offered as conclusive but it applies 
quite definitely to a situation in which 
two or more projects absorb approxi- 
mately equal time but, because of 
variously priced talent, differ widely 
in salary cost. On a direct hour 
basis, overhead would approach 
equality, project by project. On a 
direct salary basis, however, projects 
bearing higher salary cost absorb 
greater overhead than those with 
lower salary expense. 

The choice narrows down to this: 
Where (under conditions more often 
found in “industry” governed by 
unions and group skills) wages tend 
to fall into levels, overhead on direct 
hour basis is adequate. Conversely, 
when salary scales fluctuate sharply 
from one project to another because 
of project importance or scope, the 
direct salary dollar is preferable as 
an overhead allocation basis. In 
architects’ offices such a fluctuation is 
likely to be found. 


SPECIAL OVERHEAD CONSIDERATIONS 


Because they appear infrequently 
during the year, the following over- 
head costs, substantial in amount, call 
for monthly review. 

Staff vacation expense, usually an 


overhead charge, concentrates in the 
summer months. It overloads the 
months in which it occurs and affects 
current billing disproportionately un- 
less it is spread through the year, 
absorbing an_ estimated portion 
monthly. A reasonably accurate per- 
centage estimate can be established, 
subject to adjustment for changing 
conditions in the course of the year 
and with final adjustment in the closing 
month for unabsorbed balance or ex- 
cess charge. 

Annual salary bonuses, ordinarily 
paid toward the close of the year, also 
call for spreading over the year if 
monthly overhead distortion is to be 
avoided. Often the bonus expense of 
the previous year serves as a basis 
for estimating the current cost which 
can then be added monthly in equal 
amounts. 

Extraordinary legal expense, archi- 
tectural “competitions” (architects oc- 
casionally submit competitive designs 
to win an engagement), and any 
major non-recurring expense added 
to monthly overhead can bring serious 
overhead loads to individual projects. 
Unusually large overhead charges can 
attract a second look by architects’ 
clients who sometimes stipulate an 
audit of costs in the case of cost-plus 
contracts. It is sometimes prudent to 
exclude such charges from the indi- 
vidual job cost accounts. 


PARTNERS’ TIME 


A strong and questionable attitude 
is too often found among architects 
concerning that part of partners’ time 
devoted directly to individual pro- 
jects. Insistent demands have been 
encountered to evaluate and charge 
such time as direct project cost. Such 
demands are not sound. Partners’ 
time is not an out-of-pocket cost. If 
charged, it distorts the firm’s account- 
ing and serves no cost function. There 
is no objection to evaluating and 
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recording partners’ time statistically, 
nor even to recording it in the cost 
ledgers as statistics, for possible use in 
billing, in cases where this factor is 
included in contract terms as part of 
architects’ compensation. It is not, 
however, a cost and has no place in 


credit side. Thereafter the amount of 
each “change order” for additional 
construction work is added to the 
original contract amount. If the 
change order calls for omission of 
work included in the original con- 
tract, the amount of the change order 


is recorded in red and subtracted. 
Payments by the owner usually 
pass through the architects who, in 
turn, transmit them to the building 
contractor. The payments are debited 
in the contractors account. The ac- | pyp, 
count yields the balance due the con- ] py; 
tractor at any point, enabling the A 
architects to compare total paid with emp 
the stage of actual construction work a pz 
completed. The account further ] for 


the basic cost accounting. Gu 


CONTRACTORS ACCOUNTS 


Contractors accounts are not part 
of the general ledger accounting, yet 
a separate ledger account with each 
building contractor is essential. Archi- 
tects take an active part in the fram- 
ing of builders’ contracts; they 
approve amounts of “change” orders 
which raise or lower the original con- 


tract, and they pass on the builders’ serves as a continuous source for J part 
requests for payments. For these and — checking contractor requisitions (re- | this 
other reasons, contractors accounts quests for payment) and is found is p 
are a necessary part of architects’ useful for other purposes, even after the | 
records. a project has been completed; statis- excl: 


tically, for example, as a construction fede 


A contractors ledger account is a 
cost guide on prospective projects of miss 


simple affair. It provides for the 





amount of the original contract on the _a similar type. trary 
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CUSTODIANS OF THE BUSINESSMAN’S CONSCIENCE ie 
Chartered accountants in our modern society are the every men 
day custodians of the businessman’s conscience. Judges, lawyers insu: 
and ministers may in various aspects become involved with it but 20.2 
not in the same way as an accountant who, on the one hand, is T 
concerned continually with a variety of small ethical problems , 
and, on the other hand, finds himself faced from time to time Inco 
with business problems, sometimes of frightening size, which part: 
should be solved in terms of right and wrong. The chartered ac- insu 
countant has faced these problems in the past. The way in trust 
which this has been done is the root of the growth of this pro- (a) 
fession and of its future. It maintains a living code of ethics in 4 
modern business society. emp 
One of the ways in which chartered accountants have INSU. 
sought to build their profession and to face the broader ethical an e 
problems is to define in rules of professional conduct how they ance 
will conduct themselves and what the character of their role will dire 
be, based on independence and integrity. These rules are the pro 
fessional ethics of the group. They helped to create it and to — 
bind it together, and they serve now as a guide to all members IRV} 
of how they should conduct themselves. our § 
EpitoriaL, “Professional Ethics,” me 
THE CANADIAN CHARTERED ACCOUNTANT, March 1960 publi 
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New York State Tax Forum 


Guest Editor—IRVING EVALL, CPA 


PURCHASE OF LIFE INSURANCE 
BY EXEMPT EMPLOYEE TRUST 

An increasing number of qualified 
employee benefit trusts have been using 
a part of their incoming contributions 
for the purchase of life insurance on 
participants. One important reason for 
this is that, so long as the life insurance 
is payable to a beneficiary other than 
the decedent’s estate, the proceeds are 
excluded from the decedent’s estate for 
federal estate tax purposes. The Com- 
missioner had originally taken a con- 
trary position in his proposed regula- 
tions, but he later agreed, in the 
regulations as finally promulgated, that 
“. . for purposes of the exclusion 
under Section 2039(c), it is immaterial 
whether or not such lump sum pay- 
ment constitutes the proceeds of life 
insurance. . .” (Regulations Section 
20.2039-2(b), Example 3). 

The federal regulations set forth the 
income tax effect, on an employee- 
participant, of the payment of life 
insurance premiums by an exempt 
trust. Regulations Section 1.402(a)- 
1(a)(3) provides that if an exempt 
employee benefit trust purchases life 
insurance, payable upon the death of 
an employee-participant, and the insur- 
ance proceeds are payable either 
directly to a beneficiary of the 





IRVING EVALL, CPA, is a member of 
our Society’s Committee on New York State 
Taxation. Mr. Evall is a partner in the firm 
of David B. Jacobs & Company, certified 
public accountants. 


employee-participant or indirectly to 
such beneficiary but first passing 
through the trust, the portion of the 
premiums paid for the “life insurance 
protection,” from either the employer’s 
contribution or the trust’s earnings, is 
taxable to the employee. The employee 
is considered to have realized income 
in the year in which the employer’s 
contribution or the trust’s earnings 
are applied toward the payment of 
premiums. The regulations go on to 
state that the “life insurance protec- 
tion” is the amount by which the pro- 
ceeds payable at death, at any time 
during the year, exceed the cash value 
of the insurance policy at the end of 
the year. 

The New York Tax Law and regu- 
lations do not comment on this par- 
ticular point. Section 365(5) of the 
New York Tax Law exempts a quali- 
fied employee benefit trust from taxa- 
tion and then adds, “. . . but any 
amount actually distributed or made 
available to any distributee shall be 
taxable to him in the year in which 
so distributed or made available to the 
extent that it exceeds the amounts paid 
in by him.” Regulation Article 255 
contains similar language, with no 
amplification. However, in a recent 
unpublished private letter ruling, the 
State Tax Commission decided that the 
above-quoted part of the statute would 
be applicable and that pursuant thereto 
“the net insurance cost would be the 
amount taxable to the participant, 
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When your client needs 
FINANCING... 
Phone “FIDELITY” 
LOWEST RATES on accounts receiv- 
able, non-notification, exact equity re- 
funded daily—that’s the story of Fidelity 
Factors, specialists since 1927 in liberal 
loans on accounts receivable. Fidelity 
offers you simplest handling — plans. 


Loans on machinery, too. Phone or 


write our Mr. Dworsky . . . 
Fiileliiy 
Te 


1440 BROADWAY, N. Y. 
LOngacre 5-3908 























1959 STATE 
INCOME TAX RETURNS 


(Due April 15th) 


Must now be filed at one of 
these district offices of the 
New York State Department 
of Taxation & Finance: 


| 80 Centre St., New York 13, N. Y. 
| 320 Schermerhorn St., Brooklyn 17 
160-08 Jamaica Ave., Jamaica 32 
140 Old Country Rd., Mineola 
14 Mamaroneck Ave., White Plains 
State Office Bldg., Albany | 
184-186 Court St., Binghamton 
| State Office Bldg., Niagara Sq., 
Buffalo 2 
55 Broad St., Rochester 14 
| 





333 E. Washington St., Syracuse 2 
1500 Genesee St., Utica 4 


If there is any doubt about 
the correct office at which to 
file, consult Tax Packet IT- 
201-P or IT-202-P. 

NEW YORK STATE DEPT. OF 


| TAXATION & FINANCE 








which is in agreement with the pro- 
visions of the Internal Revenue Code.” 


INVOLUNTARY CONVERSIONS 


Both the federal and New York 
| taxing statutes have long granted relief 
from immediate taxation to any gain 
realized as a result of an involuntary 
conversion of property. Code Section 
1033 and New York Tax Law Section 
| 354(4) provide for the non-recognition 
of such gain, at the taxpayer’s option, 
| if the proceeds are, within certain dif- 
| ering time limits, invested in other 
property “similar or related in service 
or use to the property so converted,” 
The interpretation of the phrase “simi- 
lar or related in service or use” has 
been extremely difficult and has re- 
sulted in extensive, often conflicting, 
federal litigation. In 1958, Congress 
| liberalized the federal statute with 
respect to condemnations of real 
property held for productive use in a 
trade or business or for investment. 
It now provides for the non-recognition 
of gain, in such cases, if the proceeds 
are invested in “like kind” property 
rather than property “similar or related 
in service or use.” The phrase “like 
kind,” as used in connection with 
certain tax-free exchanges, encom- 
passes a far broader range than 
“similar or related in service or use” 
and the federal regulations indicate that 
the tax-free exchanges development of 
the term will be followed (Regulations 
Section 1.1033(g)-1). 

The New York statute continues to 
employ the “similar or related in 
service or use” test to all involuntary 
conversions, including condemnations. 
A New York 3-CT corporation would, 
since it follows the federal rules, be 
treated differently than an individual 
or an unincorporated business. If an 

_ individual or an unincorporated busi- 
| mess may defer the gain on a con- 
_demnation of realty for federal put 
poses, and report it for New York 
purposes, the basis of the replacement 
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property will have to be adjusted 
downward for federal reporting but not 
for New York. This, coupled with 
differences in the depreciation method 
permitted to be used, could make for 
excessive recordkeeping requirements. 
Also, a taxpayer could be placed in the 
inequitable position of being forced to 
accede to New York’s interpretation 
of what is “similar or related in service 
or use” because the replacement quali- 
fies as “like kind” property under the 
federal rule and contesting of the New 
York holding would not be economic- 
ally warranted. 


NEW YORK CONFORMITY 
WITH FEDERAL 


The above are, of course, not the 
only instances in which there is either 
a lag in conforming the New York tax 
statute to the federal, or an actual 
difference in treatment. The tremen- 
dous amount of time and effort in- 
volved in attempting to determine the 
proper New York tax treatment of a 
transaction, together with the confusion 
arising from the lack of adequate 
guidance in regulations or judicial 
decisions, are some of the major rea- 
sons why the Wise-Calli conformity 
bill was introduced. In an excellent 
“Legislative Document,” submitted to 
the New York Senate Committee on 
Finance and Assembly Committee on 
Ways and Means by the group of 
attorneys who aided in drafting the 
bill, it is significantly pointed out that 
“adoption of the federal rules is desir- 
able, not so much because they are 
better than present New York rules, 
but primarily because it is desirable 
to have only one set of rules.” 


EXCLUSION OF “‘PROFESSION” FROM 
UNINCORPORATED BUSINESS TAX 


The determination of what consti- 
tutes a “profession” for purposes of 
exclusion from the New York State 


unincorporated business tax continues 
to be a fertile source of controversy. 
The Appellate Division for the Third 
Judicial Department, in an opinion 
dated December 31, 1959 (Jn the 
Matter of the Application of Mark 
Kormes v. State Tax Commission), 
held that an independent consulting 
actuary was not engaged in the prac- 
tice of a profession and was, therefore, 
subject to the New York State unin- 
corporated business tax. The petitioner 
had the degree of Doctor of Philoso- 
phy, was a fellow of the Casualty 
Actuarial Society (acquired by exam- 
ination), and a member of the 
American Mathematical Society, the 
American Statistical Association and 
the American Academy of Science. 
His work consisted of making actuarial 
computations, analyzing and classifying 
experience data, etc., for insurance 
companies, labor unions and commer- 
cial and governmental organizations. 
Despite all this, the Court felt that the 
State Tax Commission acted properly 
in denying the exclusion and that this 
was similar to “management consult- 
ants,” “economic consultant,” or “effi- 
ciency experts,” all of whom have 
previously been held to be subject to 
tax. There was no discussion of whe- 
ther the Court based its opinion on 
any lack of a state-imposed licensing 
requirement, or a possible non-recog- 
nition by the general public of a 
professional status. 

In what might be an expression of 
sympathy, the Court observed that “it 
may well be that petitioner’s relief and 
others in like positions would depend 
upon legislative revision of Article 
16-A.” In view of the fact that the 
State Tax Commission has ruled, per- 
haps properly, that certified shorthand 
reporters and dental hygienists fit 
within the “profession” exclusion, and 
Dr. Kormes does not, it is probably 
time for the Legislature to take a fresh 
look at the statute. 
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Accounting and the SEC 


Conducted by Louts H. RAPPAPORT, CPA 


ACCOUNTING FOR TAX DEFERMENTS 


On February 29, 1960, the SEC 
issued a release in its Accounting Series 
setting forth its policy in an important 
area of “tax effect” accounting. The 
release (Accounting Series Release No. 
85) bears the title “Statement of Ad- 
ministrative Policy Regarding Balance 
Sheet Treatment of Credit Equivalent 
to Reduction in Income Taxes,” but 
a reading of the release will disclose 
that it covers a much broader area than 
the title indicates. Because of its im- 
portance, the SEC release is repro- 
duced in full below. 





On December 30, 1958, in Securities 
Act Release No. 4010! the Commission 
gave notice of its intention to announce 
a statement of administrative policy re- 
garding the balance sheet treatment, in 
financial statements filed with the Com- 
mission, of the credit equivalent to the 
reduction of income taxes arising from 
the deduction of costs for income tax 
purposes at a more rapid rate than for 
financial statement purposes. Com- 
ments and views thereon were submit- 
ted and oral presentation before the 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 


Commission was made by interested 
persons on April 8 and 10, 1959, 

Under various statutes administered 
by it, the Commission has the authority 
and the corresponding responsibility to 
require that the financial statements 
filed with it be prepared in a manner 
which provides adequate and fair dis- 
closure. This statement of policy is 
designed to advise all interested per- 
sons of the Commission’s views as to 
the presentation in financial statements 
filed with the Commission of the credit 
arising when deferred tax accounting is 
employed. It pertains to the propriety 
of designating as earned surplus (or 
its equivalent) or in any manner as a 
part of equity capital, in financial state- 
ments filed with this Commission, the 
accumulated credit arising from ac- 
counting for reductions in income taxes 
for various items, including those under 
Section 167 (liberalized depreciation) 
and Section 168 (accelerated amortiza- 
tion of emergency facilities) of the In- 
ternal Revenue Code of 1954. It is not 
intended to direct or establish any sys- 
tem of accounts or to specify the man- 
ner in which a particular item shall be 
recorded on the books of the reporting 
companies, nor is it intended in any 
way to affect the requirements of anv 
other governmental agency. federal or 
state, with respect to the manner in 
which such books of account shall be 
kept.? 
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The problem arises from the deduc- 
tion of costs for income tax purposes 
at a faster rate than for financial state- 
ment purposes where the difference is 
material. The amount of income tax 
payable for any period is affected by 
the amount of costs deducted in deter- 
mining taxable income. In a year in 
which costs are deducted for tax pur- 
poses in amounts greater than those 
used for financial statement purposes, 
then, unless corrected, there is a failure 
properly to match costs and revenues 
in the financial statements by the 
amount of the tax effect of the cost dif- 
ferential. To correct the resultant dis- 
tortion in periodic net income after 
taxes, it is therefore necessary to charge 
income in earlier years with an amount 
equal to the tax reduction and to return 
this amount to income in subsequent 
vears when the amount charged for fi- 
nancial statement purposes exceeds the 
amount deducted for tax purposes.* It 
is our understanding that such deferred 
tax accounting is in accordance with 
generally accepted accounting princi- 
ples.* 

With specific reference to denrecia- 
tion, since the total deduction allowed 
over the life of an asset is limited to its 
cost and hence is not affected by the 
method by which it is deducted from 
income, acceleration of tax deductions 
in earlier years results in deferring to 
later years the payment of taxes on an 
amount equivalent to the cost differen- 
tial.5 Because of the interrelationship 
between income taxes and depreciation, 
the Commission is of the view that in 
the earlier years the charge equivalent 
to the tax reduction should be treated 
either (1) as a provision for future 
taxes in the income statement with a 
corresponding credit in the balance 
sheet to a non-equity caption such as 
a deferred tax credit,® or (2) as addi- 
tional depreciation in the income state- 
ment with a corresponding addition to 
the accumulated provision for depreci- 


ation in the balance sheet.” In the Com- 
mission’s view it is improper to charge 
income with an item required for the 
proper determination of net income and 
concurrently to credit earned surplus. 

A number of comments indicated 
that, should the Commission take the 
foregoing position, it should be limited 
to matters connected with depreciation 
and amortization or, if not so limited, 
any additional items embraced within 
this principle should be clearly speci- 
fied. It is the Commission’s view, how- 
ever, that comparable recognition of 
tax deferment should be made in all 
cases in which there is a tax reduction 
resulting from deducting costs for tax 
purposes at faster rates than for finan- 
cial statement purposes.® 

The Committee on Accounting Pro- 
cedure of the American Institute of 
Certified Public Accountants agrees 
with the position expressed above. Ac- 
counting Research Bulletin No. 44 
(Revised) states, in connection with 
the deduction of depreciation for in- 
come tax purposes at a more rapid 
rate than for financial accounting pur- 
poses, that the accounting company 
should employ deferred tax accounting 
and that it is “alternatively appropriate, 
instead of crediting a deferred tax ac- 
count, to recognize the related tax ef- 
fect as additional amortization or de- 
preciation applicable to such assets in 
recoonition of the loss of future deduct- 
ibility for income-tax purposes.” A dif- 
ference of opinion arose among cer- 
tifving accountants whether the lan- 
guage of this bulletin permitted the de- 
ferred tax account to be classified as 
earned surplus restricted for future in- 
come taxes. To resolve the controversy. 
the Committee on Accountine Proce- 
dure sent a letter dated April 15, 1959, 
to all members of the Institute in which 
it clarified the bulletin on the point. 
The pertinent portion of the letter 
reads: 
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“Question has been raised with re- 
spect to the intent of the committee on 
accounting procedure in using the 
phrase ‘a deferred tax account’ in Ac- 
counting Research Bulletin No. 44 (re- 
vised), Declining-balance Depreciation, 
to indicate the account to be credited 
for the amount of the deferred income 
tax (see paragraphs 4 and 5). 

“The committee used the phrase in 
its ordinary connotation of an account 
to be shown in the balance sheet as a 
liability or a deferred credit. A pro- 
vision in recognition of the deferral of 
income taxes, being required for the 
proper determination of net income, 
should not at the same time result in a 
credit to earned surplus or to any other 
account included in the stockholders’ 
equity section of the balance sheet.’® 

While some accounting firms that ap- 
peared before the Commission urged 
that it was appropriate to designate as 
a part of earned surplus the credit aris- 
ing from deferred tax accounting de- 
spite the opinion of the Committee on 
Accounting Procedure, the Commission 
disagrees. Moreover, the fact that there 
may be some authoritative support for 
different methods of classifying this 
deferred tax account does not preclude 
the Commission from determining for 
the future the manner in which the item 
should be classified in financial state- 
ments filed with it. In fact, as enun- 
ciated by the Commission in Account- 
ing Series Release No. 4, dated April 
25, 1938, the question of authoritative 
support is pertinent only where the po- 
sition of the Commission has not pre- 
viously been published in official re- 
leases.1° 

Arguments have been advanced, par- 
ticularly on behalf of public utility 
companies, to the effect that from an- 
alytical and rate-making viewpoints the 
treatment prescribed herein might have 
undesirable results upon investors and 
consumers. However, it is entirely ap- 
propriate that regulatory agencies treat 
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the accumulated credit arising from de- 
ferred tax accounting in whatever man- 
ner they deem most relevant to their 
purposes.1! 

Some of the comments on Release 
No. 4010 questioned the authority of 
the Commission to deal with the sub- 
ject of this release. But these comments 
apparently fail to recognize that a state- 
ment of administrative policy is merely 
an announcement of the manner in 
which the Commission intends to en- 
force the statutes which it administers. 
Publication of a statement of adminis- 
trative policy such as this is in accord 
with long-established Commission prac- 
tice expressed in Accounting Series Re- 
lease No. 4, quoted above. Although 
the Commission is of the view that 
there is ample authority for it to adopt 
specific rules as to the form and con- 
tent of financial statements filed with 
it with respect to the subject of this 
release,’ it is, instead, hereby announc- 
ing that, since any requirement in the 
statutes it administers calling for the 
filing of financial statements contem- 
plates that they not be misleading or 
inaccurate, the filing with it of such 
statements which do not conform to 
the policy expressed herein would re- 
quire appropriate action to be taken 
by the Commission."* 

For the foregoing reasons, on and 
after the effective date of this statement 
of administrative policy, any financial 
statement filed with this Commission 
which designates as earned surplus (or 
its equivalent) or in any manner as a 
part of equity capital (even though 
accompanied by words of limitation 
such as “restricted” or “appropriated”) 
the accumulated credit arising from 
accounting for reductions in income 
taxes resulting from deducting costs 
for income tax purposes at a more 
rapid rate than for financial statement 
purposes will be presumed by the Com- 
mission to be misleading or inaccurate 
despite disclosure contained in the cer- 
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tiicate of the accountant or in foot- 
notes to the statements, provided the 
amounts involved are material. 

This statement of administrative 
policy shall become effective on April 
30, 1960. 


REFERENCES 

1 This was also issued as Securities 
Exchange Act Release No. 5844; Hold- 
ing Company Act Release No. 13894; 
and Investment Company Act Release 
No. 2814. It was also published in 24 
Federal Register 271 and bears Fed- 
eral Register Document No. 59-243. 

* Representatives of companies sub- 
ject to the jurisdiction of the Commis- 
sion under the Public Utility Holding 
Company Act of 1935 as registered 
holding companies or subsidiary com- 
panies thereof have contended that this 
Commission has no power to prescribe 
the manner in which the accumulated 
credit arising from deferred tax ac- 
counting should be classified in the 
accounts of the company. In support 
of this contention, reference was made 
to Section 20(b) of that Act. That 
section provides that “in the case of the 
accounts of any company whose meth- 
ods of accounting are prescribed under 
the provisions of any law of the United 
States or of any State, the rules and 
regulations or orders of the Commis- 
sion in respect of accounts shall not 
be inconsistent with the requirements 
imposed by such law or any rule or 
regulation thereunder; . . .” [emphasis 
supplied]. For reasons stated above, 
this contention misconceives the nature 
of the action herein taken. 

In this connection the Commission 
today modified Rule 28 promulgated 
under the Public Utility Holding Com- 
pany Act of 1935 (17 CFR 250.28) so 
as to conform the language of that rule 
with the policy here announced. Rule 
28 provided, so far as is here pertinent, 
that no registered holding company or 
subsidiary thereof could publish finan- 
cial statements inconsistent with its 
book accounts. The rule as modified 
provides, in effect, that a registered 
holding company or subsidiary thereof 


need not conform its published finan- 
cial statements with its book accounts 
where such deviation is authorized or 
required by this Commission by rule, 
regulation, order, statement of admin- 
istrative policy, or otherwise. (Hold- 
ing Company Act Release No. 14172) 

3 Since the deferral is made for the 
purpose of allocating to future periods 
the effect on income of the current tax 
reduction, it is not contemplated that 
the portion returned to income will ex- 
actly offset the increased tax to be paid 
in future years. The amount of addi- 
tional taxes payable in future years 
may vary from the reduction obtained 
earlier because of changes in the tax 
rates or because of failure to earn tax- 
able income corresponding to the tax 
reduction previously taken. 

* Accounting Research Bulletins is- 
sued by the Committee on Accounting 
Procedure of the American Institute of 
Certified Public Accountants: No. 42, 
November 1952; No. 43, June 1953, 
Chs. 9c and 10b; No. 44, October 
1954; No. 44 (Revised), July 1958. 

An exception to this practice is 
stated in paragraph 8 of Accounting 
Research Bulletin No. 44 (Revised), 
which provides that: 

“Many regulatory authorities permit 
recognition of deferred income taxes 
for accounting and/or rate-making 
purposes, whereas some do not. The 
committee believes that they should 
permit the recognition of deferred in- 
come taxes for both purposes. How- 
ever, where charges for deferred in- 
come taxes are not allowed for rate- 
making purposes, accounting recogni- 
tion need not be given to the defer- 
ment of taxes if it may reasonably be 
expected that increased future income 
taxes, resulting from the earlier deduc- 
tion of declining-balance depreciation 
for income-tax purposes only, will be 
allowed in future rate determinations.” 

It is the understanding of this Com- 
mission that the exception recognizes 
the position of those regulatory agen- 
cies which permit public utilities to 
deduct only the actual taxes payable 
in a given year, and the Commission 
raises no question as to the propriety 
of the exception. 
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5 Where there is no _ difference 
between the amount of cost deducted 
for income taxes and the amount de- 
ducted for financial statement purposes, 
such as where declining-balance depre- 
ciation is taken both for tax and finan- 
cial statement purposes, there is, of 
course, no occasion for deferred tax 
accounting. 

6 This would not prohibit companies 
from utilizing in financial statements 
filed with this Commission the balance 
sheet captions and classification of de- 
ferred taxes prescribed by the Federal 
Power Commission in its Orders Nos. 
203 and 204, Dockets Nos. R-158 and 
R-159, respectively, issued May 29, 
1958. Nor has there been called to the 
Commission’s attention the provisions 
of any law of the United States or any 
rule or regulation thereunder prescrib- 
ing methods of accounting which would 
prohibit any companies from following, 
in reports filed with us pursuant to the 
Securities Exchange Act of 1934, the 
balance sheet treatment set forth 
herein. See Section 13(b) of that Act. 

7In either case there should be an 
appropriate explanation with disclosure 
of the amounts involved. 

8 This is, of course, subject to the 
general qualification under our rules 
that the amounts in question are mate- 
rial. The term “material,” when used 
to qualify a requirement for the fur- 
nishing of information as to any sub- 
ject, unless the context of a provision 
in a form otherwise requires, limits the 
information required to those matters 
as to which an average prudent investor 
ought reasonably to be informed before 
buying or selling the security registered. 
(See the rules and regulations under 
certain of the pertinent Acts: 17 CFR 
230.405; 17 CFR 240.12b-2; 17 CFR 
270.8b-2.) 

®It may be noted that 18 of the 21 
members of the Committee approved 
the letter. The three who did not 
merely dissented to the issuance at that 
time of any letter interpreting the bul- 
letin. 

10 That release provided in pertinent 
part: 

“In cases where there is a difference 
of opinion between the Commission 


and the registrant as to the proper 
principles of accounting to be followed 
disclosure will be accepted in lieu of 
correction of the financial statements 
themselves only if the points involved 
are such that there is substantial au- 
thoritative support for the practices fol- 
lowed by the registrant and the posi- 
tion of the Commission has not pre- 
viously been expressed in rules, regu- 
lations, or other official releases of the 
Commission, including the published 
opinions of its chief accountant.” 

11 So far as this Commission is con- 
cerned, since it believes that classify- 
ing the item as a component part of 
common stock equity is misleading for 
financial statement purposes, it does 
not intend to consider the item as a 
part of common stock equity for ana- 
lytical purposes, although it may give 
consideration to the item as one of a 
number of relevant factors in apprais- 
ing the overall financial condition of a 
company. The Commission, of course, 
does not have jurisdiction over rate- 
making, although under the Public 
Utility Holding Company Act of 1935 
it is concerned with the interests ot 
consumers. Alleged adverse results as 
to investors and consumers are no dif- 
ferent from those complained of when- 
ever any requirement designed to as- 
sure financial stability is imposed. 

12 See, e.g., Section 19(a) and para- 
graphs 25 and 26 of Schedule A of the 
Securities Act of 1933; Sections 12, 13, 
and 23 of the Securities Exchange Act 
of 1934; Sections 5(b)(2), 7(a). 
10(a), 14, and 20(a) of the Public 
Utility Holding Company Act of 1935; 
and Sections 30 and 38 of the Invest- 
ment Company Act of 1940. 

18 For example, in connection with 
applications filed under Section 6(b) 
or declarations filed under Section 7 of 
the Public Utility Holding Company 
Act of 1935, where the financial state- 
ments do not conform to the policy ex- 
pressed herein, the Commission would 
presumably condition any order grant- 
ing the application or permitting the 
declaration to become effective so 4s 
to require that such financial state- 
ments do so conform. 
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TALCOTT 
*@ FINANCING or 
| FACTORING 


can lengthen your clients’ 
competitive lead 


- 





If your clients can use revolving working 
capital to advantage, refer them to Tal- 
cott. They'll get the funds for equipment, 
inventories or any other constructive pur- 
pose. Talcott’s Flexible Financing Plans 
will perfectly match your clients’ needs 
for increased production, sales and profits. 
If your clients are looking ahead to prog- 
ress, look to Talcott for financing plans 
derived from 106 years of credit and 
financing service to American industry. 





Talcott Financing Services... 


« Accounts Receivable (Non-Notification) « Industrial Time Sales 
+ Factoring (Notification & Non-Notification) + Leasing 
* Inventories and Equipment Mortgages + Rediscounting 


James Talcott, Inc. 


FOUNDED 1854 





221 Park Avenue South (Fourth Avenue), New York 3, N.Y. — ORegon 7-3000 
Other offices in: CHICAGO + DETROIT * BOSTON « ATLANTA * LOS ANGELES 


HE NEW YORK CERTIFIED PUBLIC ACCOUNTANT APRIL 1960 e@ 283 








Administration of 


A CPA Practice 


Conducted by MAx BLock, CPA 


DATA PROCESSING FOR 
ACCOUNTANTS’ OWN RECORDS 


Accountants can avail themselves of 
some of the ideas they furnish clients, 
to make their own lot an easier one. 
For practitioners whose organizations 
comprise 25 and more employees, and 
who maintain clients’ cost accounts, a 
data processing system will speed up 
information and at the same time pro- 
vide additional desirable analytical data 
about staff and clients than they may 
previously have obtained. Dependent 
on the situation in individual offices, 
there may be saving of clerical time 
and relief of congestion. A reduction 
in expense cannot be predicted. 

A profession-conscious practitioner, 
Norman Berlant, CPA, with Fred 
Landau & Co., advises us that his office 
uses data processing for monthly re- 
ports of personnel time distribution 
and for clients’ time and cost records 
on a monthly and cumulative basis. 
In addition, they obtain quarterly data 
for payroll tax returns and will obtain 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Practice of 
the New York State Society of Certified 
Public Accountants. He is a lecturer at 
the Baruch School of Business and Public 
Administration of The City College of New 
York in the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 


W2 forms at the end of the year. They 
find that data processing has been very 
beneficial in relieving office problems 
and in getting more information more 
rapidly and at no extra cost. 

The accountants’ participation in 
this operation stops at the point of 
obtaining time sheets from all em- 
ployees and principals. Thereafter, 
a data processing bureau takes over 
and processes the time records and 
produces the described reports and 
forms. 

As a preliminary, the accountants 
must develop code numbers (and Iet- 
ters, where desirable) for personnel, 
clients, and operations. Where time 
is to be worked out on a dollar basis, 
each employee’s hourly or other time 
rate must be furnished to the bureau. 
Each person’s time sheet contains his 
or her code number, and each repott- 
able operation refers to its assigned 
code number. Mr. Berlant has fur- 
nished a staff time sheet (Exhibit I) 
to demonstrate its arrangement. Pat- 
ticularly significant is the printed code 
on the reverse side, which obviates the 
necessity for memorizing numbers and 
which thereby reduces the possibility 
of errors. 


Also demonstrated are specimen 
data received from the service bureau. 
Exhibit II is an employee’s report form 
for one employee. The column cap- 
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EXHIBIT I 


BI-WEEKLY TIME REPORT 





Totel Time 
Time In 
Time Out 























Interim audits 
Certification 
Closing 
Review 
Comptome try 
Tax 
Business returns 
Personal returns 
Exemination and Conferences 
Research 
epecial 
Management advisory services 
Credit calls 
Conferences 
Other 





301 


jQ3 
04 


401 
402 
403 
409 


period From To Signature Number 
REVERSE SIDE 
WURK CODE 
first two divits will represent the month being audited Examples: 
ve las sith of the period being sudited, 
3-21 March jlst closing 
None iv.) 12-301 December jlgt business return 
January 01 July 07 12-30< December 3lst personal return 
February 02 August 08 09-402 September 30th credit call 
March 03 Septembe. o9 x y 
ee : Net Chargeable to Client 
April 04 October 0 * 
(To be shown in account number column) 
May 05 November 1 
June 06 December Holiday and vacation 
Iilness 
The next three digits will represent the gervice being z 
° Excused absence 
performed, 
Travel 
Auditing Typing and type chekcing 


Other office services 
Unexcused absence 
Unassigned time 


101 








PAYROLL COMPUTATION 
Regular Time 
Overtime ____ Hours st $ 
Gross Pay 

Add: Cash Expenses (Voucher Attached) 
Gross Pay and Expenses 


Deductions - F,I.C.A. $ 
- N.Y.S.Disability 
- Federal W. T. 
- Hospitalization 
- N.Y.S. W.T. 


Total Deductions 


Total Check 
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Month Man 
1 30 250 
1 16 124 
1 16 381 
1 30 Ss 
1 31 38] 


122 01205 


122 11201 


122 11201 


122 11204 


122 12301 


EXHIBIT Ill 


CLIENT’S RECORD 


count Operation Hours 


4000 
4000 
4000 
1825 
1825 

400 

400 


2995 


300 
300 
300 
300 
300 
300 
6825 


Monthly Cumulative Cumulative 





32000 
32000* 
32000 
27375 
2i3is* 
3800 
3800* 
31475 


6000 
6000* 
6000 
2850 
2850* 
2850 
72025 


1500 


950 


2000 


950 


Note: The hour and dollar figures should be read as though 


| the last two digits. 

















LA. 4-7661 


ACCOUNTS 


RECEIVABLE 
LOANS 


aK 


LOWEST RATES 
NON-NOTIFICATION 


3K 


Members of Assoc. Commercial Finance 
Companies, Inc. and New York Credit 
Financial Management Assoc. 


Ser ving Your Clients 25 Years 


Hours 


4000 


300 


300 
6825 


decimal points preceded 

















Morton Jolles 


SERVICE FACTORS CO. 


NEW YORK, N. ’. 





450 SEVENTH AVE. 
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tions are lucid and require no explana- 
tion. Three copies are obtained, one 
for bookkeeping department, one for 
staff supervisor and the third is a 
spare copy. The supervisor’s copy 
permits him to analyze the efficiency of 
time utilization and to determine ma- 
terial over or under use of time on 
individual operations. 

Exhibit III is a client’s summary 
sheet, and the recorded data is for 
the first month of the year. For this 
reason the cumulative $ column is 
blank. Every person’s chargeable time 











BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 


Established 1926 
Market 3-7801 




















OFFICE RECORDS & FILES 
SPACE AVAILABLE 


Individual Rooms and 
Open Space 


HAHN BROS. FIREPROOF 
WAREHOUSES, INC. 


231-235 East 55th Street 
New York City, N. Y. 


PLaza 3-3662 








Complimentary Advice On 


YOUR INVESTMENTS 


Justin Jacobs 


PETER P. McDERMOTT & CO. 


42 BROADWAY 
NEW YORK 4, N. Y. 


CE DIcBy 4-7140 

















is individually recorded thereon with 
fractional hours of one-quarter. Each 
person’s separate hourly rate is shown, 
at billable rates, and the total billable 
amount is reproduced. The operation 
code number, it should be noted, is a 
dual number, the first part being the 
number of the subject month, the sec- 
ond part the number of the service 
performed. 





EXHIBIT II 
EMPLOYEE RECORD 


Emp. Client Opera- 
Month No. Account tion Hours 


1 16 381 122 201 400 
1 16 381 225 201 325 
| 16 381 226 201 300 
1 16 381 404 201 1200 
I 
1 
1 














16 381 1101 201 725 
16 381 1603 201 1125 
16 381 1803 201 725 
4800 

1 16 381 303 202 450 
1 16 381 407 202 500 
1 16 381 410 202 200 
1150 

31 381 406 203 650 
16 381 510 203 675 
: 381 1108 203 1075 
31 381 1803 203 1125 
3525 


oe 








17700 


Note: Hours are stated in terms of quar- 
tez-hour decimals but decimal points are not 
used. 





One of the practical problems that 
must be settled by each practitioner 
according to his own concepts is the 
time when the annual account is 
closed and filed away. Since services 
pertaining to any one year may be 
rendered six months or more after the 
yearend date, the question arises as 
to how long to keep the account open. 
After an account is closed, additional 
time of a non-material amount could 
be absorbed in the current year. If a 
substantial amount is involved, say as 
in an extended tax examination, the 
engagement could be treated as a 
special matter and given a special code 
number. 

Many thanks to Mr. Berlant for his 
contributions. Comments thereon, and 
new concepts, will be welcome. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


PART OF REGULATIONS SECTION 
1.355-1 HELD INVALID 


In his interpretation of Section 355, 
IRC 1954, dealing with the taxability 
of the distribution of stock and securi- 
ties of a controlled corporation, the 
Commissioner has stated that the divi- 
sion of a single business does not 
qualify under the nontaxable provi- 
sions of the section (Regs. Section 
1.355-1(a)). 

This provision has been held by the 
Tax Court to be a misinterpretation 
both of the Code and of Congressional 
intent and therefore invalid. 

The taxpayer was one of two equal 
stockholders of a construction business 
which had been active for more than 
five years prior to the date of the 
transaction at issue. Because of dif- 
ferences of opinion between the two 
stockholders, the business was divided 
in half. This was done by transferring 
50 percent of the assets to a newly 
organized corporation in exchange for 
its stock. The new corporation’s stock 
was then distributed to the taxpayer 
in exchange for his 50-percent share- 
holdings in the old corporation. Both 
the new and old corporation continued 
in the same type business as before. 


The question presented to the Court 
was narrowed to the single issue of 
whether Section 355 could be applied 
to the division of a “single business,” 
and therefore whether the regulation’s 


holding was valid. In a detailed analy-’ 


sis of the entire section and the 
Senate Committee Report, the Court 
held against the Commissioner. It 
pointed out that the reference in Sec- 
tion 355 to multiple businesses was to 
“prevent the tax-free separation of 
active and inactive assets into active 
and inactive corporate entities.” 

There were six dissents, and two of 
the dissenting judges filed dissenting 
opinions. (Edmund P. Coady, 33 TC 
— No. 87.) 


It is noteworthy that this particular 
problem has been considered by the 
Advisory Group on Subchapter C ap- 
pointed by the House Subcommittee 
on Internal Revenue Taxation and a 
recommendation was made in its re- 
port to allow certain corporate divi- 
sions to be nontaxable, providing it is 
clearly established that there is no tax 
avoidance intent as one of the princi- 
pal purposes. The type of transaction 
inovlved in the Coady case is exempli- 
fied in the report. 
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THE EFFECTS OF THE DOCTRINE OF 
CONSTRUCTIVE RECEIPT ON DEFERRED 
COMPENSATION PLANS 


By means of a comprehensive dis- 
cussion of five situations, the Commis- 
sioner has set forth his position as to 
when income arising from non-exempt 
deferred compensation plans is taxable 
to cash-basis taxpayers under the doc- 
trine of constructive receipt. 

Income is taxable in the year it is 
constructively received. Even though 
it is not actually reduced to the tax- 


| payer’s possession, if it is set apart for 


him and is available to him so that he 
may draw upon it at any time, it is 
constructively received. Further, the 
income need not be cash but may be 
property, services or other economic 
benefits. The Commissioner points 
out, however, that a taxpayer “may 
not deliberately turn his back on in- 
come and thereby select the year for 
which he will report it . . . Nor may 
a taxpayer, by a private agreement, 
postpone receipt of income from one 
taxable year to another .. .” 

Applying the criteria determining 
constructive receipt to certain non- 
exempt deferred compensation ar- 
rangements, the Commissioner rules: 

1. Additional compensation is tax- 
able only when received, under the 
tems of an employment contract 
which provides that compensation of 
an employee in excess of his stated 
salary shall be placed in a bookkeep- 
ing reserve account and paid out in in- 
stallments only after the employee 
terminates his employment, becomes a 
part-time employee or becomes inca- 
pacitated. 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions an: : formerly a member of the 
Comiucicc on ederal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


2. A similar rule is applicable 
where a plan provides for a corpora- 
tion to annually set aside a percentage 
of its annual net earnings for certain 
key employees and to make distribu- 
tion upon termination of employment, 
incapacity, or the attaining of 60 years 
of age by the participant. The plan 
referred to also provided that in order 
to receive payments under this plan, 
the participant cannot engage in a 
competitive business, cannot encumber 
his interest and must hold himself 
available to the corporation on a con- 
sultant basis. 

3. Where an author enters into an 
agreement, supplemental to his origi- 
nal royalty agreement, providing that 
his publisher carry over into succeed- 
ing years the payment of all royalties 
in excess of a certain amount, the ex- 
cess carried over is taxable only upon 
receipt, because the supplemental 
agreement was entered into before the 
royalties were earned. 

4. However, where a football play- 
er received a bonus for signing a con- 
tract for two years, and at his sugges- 
tion the bonus was placed in escrow 
to be paid to him over a five-year 
period, the bonus was taxable in the 
year earned and paid to the escrow 
agent. (This portion of the ruling is 
based on E. T. Sproull v. Com. 16 
TC 244, aff'd 194 F(2d) 541.) 

5. Where a boxer, in an agreement 
separate from his fight contract, ar- 
ranged that his share of the purse from 
a particular fight be paid in install- 
ments over three years, the entire 
amount is taxable when paid to the 
boxing club with which he made the 
installment agreement. 

In this same ruling, two other points 
are noteworthy. The Commissioner 
withdraws his nonacquiescence, in the 
case of James F. Oates, 18 TC 570, 
dealing with renewal commissions of 
an insurance salesman. The Commis- 
sioner has also stated that: “Advance 
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rulings will not be issued in specific 
cases involving deferred compensation 
arrangements.” (Rev. Rul. 60-31, 
IRB 1960-5, 17.) 


REACTIVATION OF CORPORATIONS 


There are various ways to ac- 
complish a given task. According to 
the Commissioner, this taxpayer chose 
the wrong way. A corporation had 
filed a plan of complete liquidation 
with the Commissioner within the 
meaning of Section 337(a), IRC 1954. 
It sold its only operating asset and 
then distributed all of its remaining 
assets to its sole shareholder who in 
turn surrendered the capital stock for 
cancellation. However the corporation 
charter was retained. Apparently, 
however, the stockholder had the op- 
portunity of entering a new type of 
business and decided to use the exist- 
ing corporation for that purpose. Ac- 
cordingly, immediately after the final 
distribution of the assets, assets neces- 
sary for the new business were trans- 
ferred to the corporation by the share- 
holder in exchange for a new issue of 
stock. 

This was too soon. The Commis- 
sioner has held in Revenue Ruling 60- 
50 (IRB 1960-6, 19) that there was 
no complete liquidation of the corpo- 
ration and that therefore the sale of 
the assets by the corporation in liquida- 
tion were not covered by Section 337, 
and that the liquidation was only a 
partial liquidation under Section 
331(a) (2) and was subject to tax 
under Section 1002. 

In another ruling (Rev. Rul. 60-51, 
IRB 1960-6, 20), the Commissioner 
held that where a corporation went 
through a complete liquidation but 
continued to hold its charter and was 
inactive for a number of years, its 
reactivation was in effect the creation 
of a new corporation. Thus, the rul- 
ing provides, the corporation could 
adopt an accounting period which 


differed from that formerly used, with- 
out the Commissioner’s permission, 
In other words, while Section 442 pro- 
vides that to change an annual account- 
ing period of an existing corporation, 
approval of the Secretary is necessary, 
Regulations Section 
provides that a new taxpayer may 
adopt any fiscal year without prior ap- 
proval. While the ruling covers only 
the question of the election of taxable 
year, there are many provisions of the 
1954 Code which allow elections by a 
new taxpayer without obtaining the 
approval of the Commissioner. Pre- 
sumably a corporation which has been 
inactive for an extended period of time 
(the instant one had been inactive for 
8 years) would be considered a new 
corporation for the other sections as 
well. 


WHEN “COHAN” DOCTRINE IS TO 
BE APPLIED 


The Tax Court has ruled that the 
Cohan rule is to be applied only in 
the determination of the amount of a 
deduction where there is no question 
as to whether or not the taxpayer is 
entitled to said deduction. However, 
where there is a question as to the 
right to a deduction, there can be no 
application of the Cohan rule. 

In a recent case, a taxpayer claimed 
a dependency exemption for his minor 
children living with his divorced wife. 
Although he was able to substantiate 
his own contributions, he was unable 
to prove his wife’s contributions, and 
thus was unable to establish that he 
furnished more than one-half of the 
support. The Court refused to esti- 
mate the wife’s contributions under the 
Cohan doctrine stating that, unless the 
taxpayer established clearly his right 
to the dependency exemption, the 
Court could make no estimate of the 
expenses. It explained that in the 
Cohan case “there was no dispute con- 
cerning the taxpayer’s right to take the 
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expense deduction there sought. The 
only issue was with respect to the 
amount of that deduction, the Court 
having determined that expense had in 


‘fact been incurred by the taxpayer.” 
| (Bernard C. Rivers, 33 TC No. 106.) 


ACCELERATED DEPRECIATION ON 
RENTAL OF PERSONAL RESIDENCE 


Where a taxpayer buys and occupies 
anew house as a residence (i.e., one 
which has never been lived in before) 
and subsequently converts it to rental 
property, he is entitled to use the ac- 
celerated method of depreciation in 
connection therewith, providing the 
house was acquired after December 
1, 1953. 


In Revenue Ruling 60-67 (IRB 
1960-8, 10), the Commissioner has 
interpreted “new in use” as meaning 
that the property must “never before 
have been subject to depreciation in 
the hands of another, whether or not 
depreciation deductions relating to it 
were allowable.” Thus, in the instant 
case, since the house was not previous- 
ly used in any manner by another party 
and since the year in which it was 
converted to rental property was the 
first taxable year in which the property 
could have been subject to depreciation 
allowances by the taxpayer, he is en- 
titled to the benefits of accelerated de- 
preciation. 


If all of the other requisite qualifi- 


rated depreciation upon the summer 
rental of his house if such depreciation 
is elected in the first year in which the 
home is rented. 


CONFERENCES WITH RESPECT TO 
QUALIFICATION OF EMPLOYEES’ PLANS 


The Internal Revenue Service has 
announced its policy with regard to 
conferences relative to qualifying pen- 
sion, annuity, profit-sharing or stock- 
bonus plans and related matters. It 
has stated that such conferences will 
be held in the District Director’s of- 
fices only after formal submission of 
the plan to the Internal Revenue 
Service for a determination as to — 
whether or not it qualifies under Sec- ° 
tion 401(a). The Service adds, how- : 
ever, that a taxpayer or his authorized 
representative may be granted a pre- 
submission conference by the District 
Director’s office upon written request 
therefor, “provided the request shows 
that a substantive plan, amendment, 
etc. has been developed for submission 
to the Service, but that special prob- 
lems or issues are involved, and it is 
concluded that a pre-submission con- 
ference would be warranted in the 
interest of facilitating review and de- 
termination when final submission is 
made.” 

The rendering of advice or assist- 
ance outside of the foregoing will be 
limited to the furnishing of general in- 
formation pertinent to general proce- 


cations are met, it would seem that a dures. (Rev. Proc. 60-1, IRB 1960- 
taxpayer would be entitled to accele- 8, 26.) 
COMMENTARY 


EMPLOYEE STOCK PLANS 
REQUIRING NO CASH INVESTMENT 


The provisions of Regulations Section 
1.61-2(d)5 dealing with employees’ 
compensation for property received 
Which is subject to restriction, and 
lated Regulations Section 1.421-6 


dealing with unrestricted stock op- 
tions, suggest two methods of giving 
officers and other key employees an 
opportunity to benefit from future 
growth of the company without invest- 
ing any money. These plans should be 
particularly useful where for some rea- 
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son a restricted stock option plan is 
impracticable. While the tax effects 
of these plans are somewhat less cer- 
tain than in the case of a restricted 
stock option, the results of underesti- 
mating the fair market value of closely 
held stock are less disastrous. 

Under the first plan, stock is pur- 
chased by the employee for non-re- 
course notes. An outright purchase is 
made from the corporation at the fair 
market value of the stock, for which 
the employee gives in payment notes 
with the stock pledged as collateral. 
At no time would the employee be 
liable on the notes for an amount 
greater than the value of the stock. 
The employee has all the rights of a 
shareholder, including the right to re- 
ceive dividends or to have them credi- 
ted against his indebtedness. 

The desired tax result is that if the 
employee sells the stock more than six 
months after he purchases it, the 
appreciation will be taxed to him as 
long-term capital gain. 

Because of the non-recourse feature 
of the plan, it might be contended that 
in substance the transaction amounts 
to an option rather than a purchase, 
with the result that, under the regula- 
tions the profit referred to above would 
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be ordinary income. The fact, how- 
ever, that the employee had all of the 
attributes of ownership may more than 
offset any option elements that are 
present. In addition, the plan may be 
subject to attack in individual situa- 
tions on the ground that the purchase 
is not bona fide. Such a contention js 
more likely to be made where the 
employee or a member of his family 
already owns a controlling interest in 
the corporation. In any case, precav- 
tions should be taken to establish the 
good faith of the plan. For example, 
it would be well to have the notes bear 
interest at the going rate and to have 
the interest paid promptly when due. 

Furthermore, the Treasury might 
contend in some instances that the fair 
market value of the stock when ac- 
quired was higher than the agreed sales 
price. If such a contention prevailed, 
the employee would be taxed on such 
excess as ordinary income in the year 
of purchase. The amount on which he 
was taxed would be added to the basis 
of the stock for purposes of computing 
gain or loss on its subsequent sale. 

The second plan is one where stock 
is given to the employee outright, but 
he is required to return it to the cor- 
poration if his employment is  ter- 
minated for any cause within a reason- 
able fixed period, say, three years. As 
soon as the required time has elapsed, 
the employee is free to sell the stock. 

According to the regulations the 
lower of the fair market value of the 
stock when he acquired it or the fair 
market value when the restriction 
lapsed is taxed to the employee as ordi- 
nary income. If the stock has appre- 
ciated since he acquired it, the appre- 
ciation realized on its sale is taxable 
as Capital gain. 

For example, assume that on Janu- 
ary 1, 1960 an executive is given 100 
shares of his company’s stock, which 
has a fair market value of $10 per 
share, subject to an obligation on his 
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part to return the shares if his employ- 


| ment terminates in three years. His 


employment continues and immediately 
after the restrictions expire in 1963, 
he sells the stock, realizing $20 per 
share, or $2,000. For tax purposes in 
1963, he has ordinary income of 
$1,000 and long-term capital gain of 
$1,000 on account of this stock. 

In the above illustration, the em- 
ployer is entitled to a deduction of 
$1,000 for compensation paid, subject 
to the usual requirement that the 
executive’s total compensition is rea- 
sonable. It is not clear, however, 
whether the deduction is allowable in 
1960 or in 1963. Regulations Section 
1.61-2(d)5 relates to the time of re- 
porting compensation by an employee 
for property received which is subject 
to restriction. While this section does 
not cover the time for claiming the 
deduction by the employer, presumably 
the same rules would apply as in 
Regulations Section 1.421-6 which 
indicates that in the case of an unre- 
stricted stock option the deduction is 
claimed in the same year that the 
employee reports the income, which in 
this case is 1963. 

Under the second plan, as under 
the one first described, it is important 
to be able to prove that the plan is 
bona fide. The employee must receive 
all the rights of a shareholder during 
the period the restrictions are in effect. 
For example, stock certificates (with 
the restrictions endorsed thereon) 
should be issued to him, and he should 
be entitled to dividends and to full 
Voting rights. 


UNDISTRIBUTED SUBCHAPTER S 

INCOME IN STOCKHOLDERS’ 

ESTIMATED TAX DECLARATIONS 
Suppose an individual is a stock- 

holder in a Subchapter S corporation. 

How does he take his share of the un- 

distributed profits of the corporation 

into account in making his own decla- 


ration of estimated tax and in com- 
puting whether he meets any of the 
exceptions from penalty for under- 
estimation? This question was pre- 
sented to the Internal Revenue Service 
for a ruling by a member of our So- 
ciety. The answer can be quite im- 
portant when a stockholder bases his 
estimated tax upon taxable income for 
the months preceding the estimate 
date, rather than basing his estimated 
tax upon the total annual income either 
for the current year or the preceding 
year, or on the tax for the preceding 
year. 

If the corporation were to be re- 
garded the same as a partnership, so 
that the stockholders would have to 
take into account undistributed income 
for any part of the corporation’s tax- 
able year ending with or within their 
own which was attributable to months 
in the corporate year preceding the 
month in which the installment date 
falls (Regulations Section 1.6654- 
2(d)(2)(i)), the stockholder would 
be faced with a perplexing problem 
of obtaining the information from 
the corporation. Furthermore, events 
might occur before the close of the 
corporation’s taxable year which 
would disqualify it as a Subchapter S 
corporation retroactive to the begin- 
ning of its taxable year and place the 
stockholder in a position of having 
substantially overpaid his tax. 

In response to the member’s in- 
quiry, the Internal Revenue Service 
provided what clearly seems to be an 
equitable rule. This is that in deter- 
mining the stockholder’s taxable in- 
come for months preceding declaration 
dates and testing eligibility for any of 
the exceptions to penalty for under- 
estimation, a Subchapter S corpora- 
tion’s stockholders would take the un- 
distributed income for the taxable year 
into account only as of the last day 
of the corporation’s taxable year. Any 
dividends during the year, of course, 
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would be taken into account at the 
time received. 

Thus if a stockholder wishes to claim 
exemption from penalty on the basis 
of the taxable income for the months 
in the taxable year which precede the 
month in which the installment date 
falls, no part of the undistributed in- 
come need be treated as income unless 
the corporation’s year had ended by 
the close of the income period in ques- 
tion. Therefore, if the stockholder’s 
taxable year is the same as that of the 
corporation, he may ignore the cor- 
porate income for the purpose of com- 
puting his first three installments of 
estimated tax. If the taxable years are 
different, however, he must remember 
to pick up his share of the corporate 
income in the period in which the cor- 
porate year ends. If, for example, the 
corporation is on a January 31 fiscal 
year and the stockholder is on a calen- 
dar year, the stockholder must include 
his share of the corporate income for 
its full year in computing his April 
15th estimated tax installment. 


SICK-PAY EXCLUSION MAY 
EXCEED $100 PER WEEK 

Code Section 105(d) permits the 
exclusion from income, under certain 
circumstances, of sick pay up to a 
maximum of $100 per week. The ex- 
clusion applies to payments to employ- 
ees under a wage-continuation plan of 
the employer. The exclusion com- 
mences immediately if the absence 
from work is due to injuries. In the 
case of illness, there is a seven-day 
waiting period before the exclusion 
applies, unless the employee is hos- 
pitalized for any day during the illness. 

A fact that is often overlooked is 
that in many cases the employee will 
be able to exclude more than $100 
per week from his taxable income. 
This will occur if a portion of the 
sick pay is received, directly or through 
the employer, from a state sickness 


and disability fund, such as the one 
that exists in New York. To the extent 
that the payment received from the 
fund is attributable to the employee's 
contribution (which in New York js 
one-half of 1 percent of salary but 
not more than 30¢ a week), it is totally 
exempt, and the $100 maximum ap. 
plies to the balance of the payments 
received. 

Assume, for example, that an em- 
ployee is paid his regular salary of 
$150 per week for a week in which 
he is absent from work because of an 
injury, and that the employer is te- 
imbursed for $45 from the state dis- 
ability insurance fund. Pursuant to 
the rules in Regulations Sections 
1.105-1(c) and (d) it is further deter- 
mined that the employee contributed 
60 percent of the cost of the insurance 
under the state plan. In that event, 
60 percent of the payment from the 
fund, or $27, would be exempt from 
tax under Section 104(a)(3) as an 
amount received through accident or 
health insurance. The $100 maximum 
exclusion of Section 105(d) would 
apply to the balance of the payment 
received ($123). The employee would, 
therefore, exclude a total of $127 
from his income and would only be 
taxable on $23 of his sick pay. Simi- 
larly, the employer would only report 
$123 on Form W-2. For the employ- 
er’s withholding and record keeping 
obligations with respect to such wage- 
continuation payments, see Regulations 
Sections 31.3401 (a)-1(b) (8) (ii), 
31.6001-12, and 31.6051-1(a)(1) 
(iii). 

MARITAL DEDUCTION 
FORMULA BEQUESTS 


In an item apearing in this depatt- 
ment in June 1959, it was pointed out 
that the New York office of the Inter- 
nal Revenue Service was not allowing 
an increased marital deduction for 
estate tax purposes when administra- 
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tion expenses were elected to be de- 
ducted on the income tax return, even 
though the will contained a maximum 
marital deduction formula clause. The 
Service’s Only authority for this posi- 


_ tion was the rather confusing New 


York Case of Estate of Samuel Levy 
(New York County Surrogate’s Court, 
1/17/57). 

In this case, the Surrogate construed 
the marital deduction clause of the will 
as giving the widow a bequest limited 
to the amount that would have resulted 
if the executor had, in fact, deducted 
the expenses for estate tax purposes 
even though he had elected to deduct 
them on the fiduciary income tax 
returns. 


A more recent case, however, has 
decided to the contrary. In Estate 
of Walker P. Inman (New York 
County Surrogate’s Court, N.Y.L.J., 
12/15/59), the will directed that a 
marital trust be established “in an 
amount which shall equal one-half in 
value of my ‘adjusted gross estate’ as 
that term is defined in Section 
812(e) (2) [now Section 2056(c) (2) ] 
of the U. S. Internal Revenue Code, as 
amended, said one-half to be reduced, 
however, by the aggregate amount of 
marital deductions, if any, allowed for 
federal estate tax purposes by reason 
of property or interests in property 
passing or which have passed to my 
said wife otherwise than by the terms 
of this Article.” The court ruled in 
this case that it was evidently the 
testator’s intent to establish the marital 
deduction trust in an amount deter- 
mined by reference to the term “ad- 
justed gross estate” in the Internal 
Revenue Code and not to the net dis- 
tributable estate remaining after the 


payment of administration expenses. 
The Internal Revenue Service re- 
cognized the point at issue years ago 
in Revenue Ruling 55-643 (1955-2 
CB 386). In this ruling the Com- 
missioner stated that the value of the 
“adjusted gross estate” is determined 
by subtracting from the gross estate 
only the deductions authorized by Sec- 
tion 2053 which are actually allowed 
as deductions for estate tax purposes 
and that the value of the interest which 
actually passes to the surviving spouse 
should not be reduced by the amounts 
of those items which are not deducted 
for estate tax purposes. The Com- 
missioner further noted, however, that 
questions relating to the effect of the 
use of the marital deduction formula 
on the value of property passing to the 
surviving spouse are not within the 
jurisdiction of the Internal Revenue 
Service, but are determined by local 
law. The revenue ruling contained 
the warning that the possibility must 
be considered that the decedent may 
not have intended, by using the marital 
deduction formula clause, to give his 
wife more than one-half of the net 
distributable estate after payment of 
debts and administration expenses and 
that beneficiaries other than the wife 
may have grounds for questioning any 
act of the executor which operates to 
decrease their interests under the will. 
In dealing with marital deduction 
formula clauses it is of prime impor- 
tance to determine the intent of the 
testator. Such clauses must be care- 
fully drawn so that the desired intent 
to bequeath either 50 percent of the 
net distributable estate or 50 percent 
of the “adjusted gross estate” can be 
readily determined and carried out. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


$2.00. “Business Opportunities” 15¢ a word, minimum $3.00. 


Box number, when used, is two 


words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: tad number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. 


SITUATIONS WANTED 


CPA, tax experience, seeks per diem arrange- 
ment with accountants involving tax prepara- 
tion or checking, research, etc. Box 1994. 
CPA, mature, thoroughly experienced all 
phases of accounting, taxes, etc., available 
one full week each month. Box 1996. 
Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and highly 
caperienced typist, electric, good service. 
Corona, MU 7-3890, FI 7-1312. 

Statistical Typist, reports and tax returns 
accurately and attractively typed, thoroughly 
checked, excellent references, reasonable 
rates. Anne Steinfeld, RO 4-7539. 

CPA, lecturer in taxation, extensive tax 
experience, former revenue agent and tech- 
nical adviser, seeks per diem arrangement. 
Box 1997. 

Bookkeeper Secretary, excellent background, 
good appearance, $110. Larkin Agency, 
OXford 5-2668. 

Accountants Reports, all tax forms, typed on 
I.B.M., reasonable, reliable, pick-up and 
prompt delivery. Evenings LE 4-8336. 
Assistant Controller, credit manager, CPA, 
shirt sleeve executive, mature, reliable, many 
years experience, seeks responsible position, 
private industry, salary open. Box 2005S. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 

Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, CPA, N. Y., N. J., AICPA, IE, 
MBA. Box 1998. 

Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 1999. 

We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 
able, convenient to all transportation. 
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Abbott Service, 147 W. 
Broadway. 

Mail, telephone, listing, desk space, in 
private and semi-private new attractive 
offices. Radio City Business Service, Inc, 
570 Fifth Avenue, N. Y. 36, N. Y., Clrcle 
5-3111. 

CPA, 16 years accounting experience, very 
heavy tax background, desires purchase or 
manage practice or individual accounts, con- 
sidez any equitable arrangement. Box 1995. 
CPA, 23, 12 years experience, wishes to 
purchase partnership interest in N. Y. area, 
substantial funds available. Box 2000. 
CPA, 41, $16,000.00 practice mainly L, I, 
desires partner for future security and to 
share expenses. Box 2001. 


For Rent, air-conditioned attorney’s suite, 
private rooms, recently completed, beautiful 
decor, facilities, extra space available during 
tax season, individual or small firm, mod- 
erate. WOrth 2-1655. 


Team of Three Young, highest caliber CPAs, 
growing and sustaining practice, seek asso- 
ciation with established firm, offers services 
of one of them full time, desires office, 
telephone service, part-time secretarial and 
$7,500.00, exploratory talks invited. Box 
2002. 

Private Office, in dignified CPA suite, share 
secretarial service and outer work room, 
ideal for medium size practitioner. Call or 
write 41 East 42nd Street, MU 2-7168. 
CPA, N. Y., N. J., AICPA, NYSSCPA, 
MBA, age 40, $22,000 practice, can arrange 
70% free time, seeks merger with larger 
practitioner, or partnership interest, substan- 
tial cash available, and very attractive retire- 
ment arrangement. Box 2003. 

One Writing Payroll System, $16.50, com- 
plete in a spiral pad, free demonstration. 
Striad Company, 12-21 35th Avenue, L.LC. 
6, N. Y., EX 2-0693. 

CPA, with fully equipped beautiful CPA 
suite, midtown, with gross of $40,000, 
desires arrangement with individual pract 
tioner, men and space to be shared with 
possible arrangement resulting in partner 
ship. Box 2004. 
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Directed by a Certified Public Accountant ¢ Placements throughout U.S. and abroad in smal] 
companies and giant corporations; in small and national CPA firms ¢ Careful Screening ¢ | 
Strict adherence to job specifications « Thermo-Fax copies of resumes prepared when 
requested ¢ Two offices, New York-Queens ¢ Pioneers in accounting placements. 


THE 
ACCOUNTANT-FINDERS 


RoBpeERtT HALF: 


PERSONNEL AGENCIES 


PUBLIC 


130 W. 42 STREET, N.Y. C. 36 Supervisors 
LOngacre 4-3834 . Semi Seniors 
? pastor Men 

Stat. Typists 


CORPORATE 

Controllers 

Asst. Controllers 

Office Managers 

Treasurers 

Cost Men 

*, Internal Accountants 

Chief Accountants 

Internal Auditors 

Financial Analysts 

Budget Analysts 

Investment Analysts 

Systems Analysts 3 

Fiduciary and Trust Accts. © 

SEC Specialists 

'1BM Specialists 

IDP Specialists 

Consolidation Accts. 

Property Accountants 
Our files of internal accountants include thousands of persons _—~Pyroll Supervisors 
from large and small industry. Our rapid checking system pease; Pave ee 
permits us to select competent applicants by job-classification oe ae adeeia: 5 
and by industry specialization. For example: A Controller Ten. Aten 
with ad agency experience; A Chief Accountant from a major Credit Managers 
metal products firm; A Bookkeeper with a textile background. Bookkeepers 








